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Hong Kong has been considered one of the world's major
financial centres alongside with New York, London and more
recently, Tokyo. Despite the dark clouds overhanging in
Hong Kong in the early 1980's when the 1997 question was
discussed' between China and Britain, there-has been
significant growth in almost all areas of banking and
finance in the decade. While the equity market has
attracted a lot of attention as many small investors have
joined the wagon and found it most exciting, one area that
has experienced spectacular growth but by far has only
attracted interest only in the banking and financial circle
is the Hong Kong Dollar capital market, which was virtually
non-existent before 1983. The market has grown from a
merely HKD5 billion market in 1984 to over HKD19 billion as
at the end of 1988 after peaking at HKD21 billion in 1986.
It is no secret that, with the exception of some syndicated
credits and floating rate notes issues for India,
opportunities are few and far between in the Asian market
except for China, Japan and Australia. Although there are
some Australian dollar capital market issues from
Australian issuers arranged in Hong Kong, most Australian
and Japanese issuers prefer to go to more sophisticated
markets like London. Thus Hong Kong's future as a major
international financial centre depends very much-on the
growth of China and the development of Hong Kong's own
2domestic market, particularly the Hong Kong Dollar capital
market.
Because of the growing importance and the far reaching
effect of Hong Kong Dollar capital market to Hong Kong as a
financial center, it was considered that some research,
concentrating on the Hong Kong Dollar denominated debt
market, was necessary to:-
trace the growth of the Hong Kong Dollar capital(a)
market
study the instrumental role of financial(b)
engineering with reference to the borrower's
perspective
identify the needs and analyse the factors that(c)
affect the investors' choice and
project the future development and direction of the(d)
Hong Kong Dollar capital market, with due regard to
what improvements should be made to enhance the
market.
1.2 Scope and Methodology
Given the narrower definition of Hong Kong Dollar capital
market, the researchers were not snubbing such foreign
currency financing as the Canadian Dollar 100 million bond
issue by the Mass Transit Railway nor the HKD10 billion
right issue by the Cheong Kong Group, but would limit the
scope of the research as aforesaid to allow an in-depth
study of the important part of the market rather than a
superficial coverage of a much broader topic.
The research is based on a thorough examination of the
published information obtained from reference books,
3company reports, newspaper clippings and articles in trade
journals. Moreover, the researchers have also conducted
field studies by interviewing several major market
participants with a view to enriching their understanding
of the nature of the market, while at the same time
verifying data collected from secondary and other primary
sources, and trying to eliminate errors and bias based on
their hand-out work experience in the capital market area.
Selected market participants include Hong Kong Capital
Markets Association,'5 active arrangers of capital market
instruments, major corporate borrowers and investors. Two
surveys have also been conducted independently by the two
groups of researchers who are responsible for the borrowers
and the-investors respectively so as to obtain updated
primary information for a balanced view on the subject.
1.3 Organization of Report
To allow for sufficient penetration of the subject matters,
after consultation with MBA Programmes Director Dr.
Kam-Hon Lee and faculty adviser Dr. Lawrence S.T. Tai, it
was decided that the research should split into two and
conducted by 2 groups of researchers respectively on two
different but related aspects of the market, namely:-
Creative Financial Engineering- The Borrowers'(a)
Perspectives and
The Prevalence of Debt Instruments?- The(b)
Investors' Perspectives
The idea was to study and examine in depth the demand and
supply forces of the Hong Kong Dollar capital market
through two researches. The final reports could be
regarded as standalone researches but readers are
4encouraged to read the two together and regard them as twin
reports.
Miranda S.H. Fan and Joannie W.F. Wong would be responsible
for the report entitled Creative Financial Engineering-
The Borrowers' Perspectives (hereinafter called the Fan
and Wong Report) and Jackson W.K. Cheung and Patrick K.C.
Yeung would be responsible for the report entitled The
Prevalence of Debt Instruments?- The Investors'
Perspectives (the Cheung and Yeung Report).
The Fan and Wong Report contains seven chapters. Apart
from Chapter One which is the Introduction, Chapter Two
examines the background of securitization trend in debt
market during mid 1980's and the reasons for the emergence
of Hong Kong dollar capital market instruments as a funding
source for borrowers.
In Chapter Three, the roles played by merchant banks and.
Hong Kong Capital Markets Association in the development of
local capital market are studied with a description of the
process of underwriting a debt issue and the risks
assessment associated with it.
Chapter Four analyses the characteristics of different debt
instruments with emphasis on their applications in Hong
Kong in order to show the innovative features of the
different debt instruments in the local capital market.
The use of the latest development in liability management
instruments is also introduced.
To show the impact of the worldwide capital markets in the
local development, Chapter Five presents a brief review on
the capital markets in United Kingdom, Japan, Australia and
5China and their influence on Hong Kong. In addition, the
impact of Basle Paper is also studied.
Chapter Six covers the survey on the borrowers'
perspectives on Hong Kong dollar capital market
development. This survey supports the researchers' final
analysis on the advantages and disadvantages of the debt
instruments.
Last but not least, Chapter Seven adds great value to the
report by presenting existing problems in the local capital
market, projecting future trends of its development as well
as giving some practical recommendations to foster future
growth and development.
61.4 Executive Summary
Following the global securitization trend in debt market,
the Hong Kong Dollar capital market has experienced rapid
growth and development in the past 5 years. Nevertheless,
the local capital market has not yet entered into the
mature stage and suffers from many problems such as lack
of liquidity, limited investors' base and restricted number
of issuers, with the result that the market is still
under-developed and fails to be a stable source of fund.
Our survey clearly indicated the presence of these problems
in the local capital market. The receptiveness of the
corporate borrowers to the Hong Kong Dollar capital market
instruments still ranked below that of the traditional bank
loans.
Both merchant banks in Hong,Kong as well as the formation
of the Hong Kong Capital Markets Association have
contributory roles to the market which brought in creative
financial engineering as well as new liability management
products such as interest rate swap, caps, floors, collar
and swaptions etc.
Nevertheless, the researchers hold the view that the
prospects of Hong Kong Dollar capital market are bright in
view of the financing needs both for the infrastructure
projects in Hong Kong as well as that in China for-the
Modernization Program. We recommend the government to
actively promote the local market by the issue of
government bonds, allowing the reputable international
conglomerates to issue local debt paper, lowering the
minimum denomination of the debt issues. Market support
can also be improved by the establishment of a
well-developed financial futures market, a central clearing
7system, a credit-rating agency and standardization of
documents and settlement procedures.
We believe the existence of a well-developed Hong Kong
Dollar capital market is vital to Hong Kong as a world
financial centre.
8CHAPTER TWO
Commercial Borrowing and Funding Demand
from Corporate Borrowers Authorised Institutions
Funding concerns the provision of finance required to operate
the business. In this research report, our subject matter is to
find out how the corporate borrowers and authorised institutions
(1) raise their medium and long-term borrowings through the use
of Hong Kong dollar capital market instruments. In Hong Kong,
due to the existing problems in the local capital markets (we
shall discuss these problems in Chapter 7.1), funding activities
are generally limited to short (up to 1 year) to medium term
(1-5 year) basis.
2.1 Borrowers- the basic considerations
Having decided to make some form of term borrowing, a
corporate treasurer has to select from a series of the
following options.
2.1.1 Maturity
Maturity relates to the maximum life of the funds
borrowed. For large companies with a number of
borrowings, the common approach is to select
maturities in a way which ensures an even spread of
repayments in future years. In this way, the
borrowers can ensure that they will not be trapped
with an unnecessarily large requirement to borrow
at a time when its borrowing capacity is for any
reason impaired.
(1) authorised institutions refers to the 161 banks and 249 deposit-taking
ccznpanies in Hong Kong as at end of February, 1989, w ch is the
definition used in the Hong Kong Monthly Digest of Statistics.
9Flexibility to prepay with little or no penalty
cost is another important factor to consider.
Loan or Facility2.1.2
The borrowers must consider whether they have
actual need of the funds or the support that the
funds are available should they be needed. In the
former case a loan is needed, but in the latter it
may be that it is cheaper to arrange a facility. A
facility may be committed or uncommitted. A
committed facility is one in which the banks
undertake to hold funds available for the borrowers
.to draw down if and when they need them with the
payment of a commitment fee on a per annum basis.
Currency2.1.3
The general practice is to match the currency of
any borrowing to the denomination of the assets in
which the funds borrowed are to be invested. The
problem is that the asset and the liability will
not necessarily be liquidated at the same time,
with the result that, while the profit position is
protected, the cash position is not.
Thus, the alternative is to match borrowings with
assets with associated cash-flows, currency by
currency since borrowings give rise to cash
outflows in respect of both interest and
repayments, the demands for which are apparent well
in advance.
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However, the choice of currency cannot be made in
isolation. Long-term finance may not be available
in a particular currency so that the choice of
maturity may have precluded it. Thus, the choices
of currency and maturity are related.
2.1.4 Fixed or variable interest rates
In deciding whether to borrow on a fixed or
variable rate basis, the borrower has to consider
firstly, its view on the likely trend of interest
rate over the expected maturity of the loan.
Secondly, the proportion of variable rate
borrowings which it feels is acceptable in its
loan portfolio. Other considerations such as the
industry nature of the company e.g. where the
company is in a capital-intensive industry its
profitability will be very sensitive to changes in
manufacturing volume and vulnerable to.any
marketing problem that it encounters whether of
economic or technical origin, the variable rate
borrowings should be relatively low.
2.1.5 Borrowing vehicle
Sometimes, it will be for the borrowers' tax
advantage to use an overseas borrowing vehicle to
raise funds especially when it is operating units
in many countries of the world. Borrower has to
evaluate this advantage against the administrative
costs of operating the- vn=- companies.
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2.1.6 Timing
The final choice to be made, which is at the same
time the most sensitive and the most difficult, is
that of the point in time at which to go into the
debt market. It is, of course, a decision that is
of great importance in relation to a fixed rate
borrowing than a variable rate one, but even in
latter case timing can affect the overall cost as a
result of short-term currency fluctuations, yield
curve shape and the trend of spreads.
The above considerations are the series of interlocking
choices which must be resolved before any new borrowing is
undertaken. Sometimes there may be only limited options
available for the decisions but, it is sensible and
necessary for the borrowers to review the whole range of
alternatives before committing themselves in the debt
market.
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2.2 The growing funding needs and the securitization trend in
debt market during mid 1980's
Since 1984, the Hong Kong dollar capital market has
witnessed significant growth in line with the general
improvement in the economic conditions (the average GDP
growth rate from 1984-88 both years inclusive was
maintained at about 15%) (2) which has contributed to the
booming corporate business with increased loan demand for
expansions, project financing, mergers and acquisitions.
Also, there are demands for debt capital for projects
associated with the development of Hong Kong!s
infrastructure such as the Eastern Cross Harbour Tunnel,
new tunnels and highways in the New Territories and the
future western harbour development and associated
structure. Because of the trend towards privatization of
funding, the private sector could take a significant share
of the financing burden. This is confirmed in the
government's Budget 1989-90 that funds amounting to HKD7
billion has been earmarked in a special investment fund
which will involve private participation in funding some
special projects.
With the emergence of securitization of debt, loans and
advances have become less significant in the total balance
sheet of the local banking system, though still a.major
source of income. Securitization refers the change--from
traditional loans to marketable debts in the form of fixed,
floating or variable interest rate tradable instruments (or
papers) by sovereign or corporate borrowers to encourage
(2) Source: 1984-87 figures fran Hong Kong Annual Digest of Statistics
1988 Edition published by the Census Statistics Department of Hong
Kong Government. 1988 figure is estimated figure fran the Hong Kong
Budget 1989-90.
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investment from the general public. This trend is
reflected by that loans and advances accounted for just 24%
of total bank assets as at September, 1988, compared with
(3)41% at the beginning of the decade.
Between 1981 and September, 1988, total assets of the
authorised institutions increased 4.8 times, claims on
banks and deposit-taking companies more than trebled and
floating rate notes and commercial paper held jumped nearly
ten fold (from HK$8.9-billion to HK$94.9 billion) while
loans and advances barely increased 2.5 times (from
HK$257.5 billion to HK$896 billion) during the same
period (4)
The parallel growth was seen in the total volume of Hong
Kong dollar transactions that were brought to the markets
from 1984-1988. The issue of Hong Kong dollar capital
market instrument rose-from HK$5 billion in 1984 to the
impressive level of HK$19 billion in 1985 and further
reaching the peak of HK$21 billion in 1986, thereafter fell
to HK$16 billion in 1987 when the downturn in mid 1987
followed the interest rate started moving up. According to
the data compiled by Schroders Asia, the total volume of
Hong Kong dollar transactions were at HK$18 billion by
November, 1988 which has already surpassed the level in
1987. (Please refer to Table 1 for the breakdown of the
transaction figures).
Traditionally, loans from banks or financial institutions
have been a major source of funds for the corporate
borrowers. These loans can be arranged in the form of
syndication by a league of banks if the amount is large
(3) and (4) source: Monthly Digest of Statistics published by the Census
and Statistics Department October, 1988 issue).
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enough. If the loans are used for a specific purpose,
project finance loans can be arranged in a way that
repayment is tied to the future cash-flow generated from
the project, with or without recourse from the other
parties such as the project sponsor or the equity partner.
Following the development of the local capital market, the
role of the banks and-financial institutions especially in
serving the top-tier local corporations have changed as
they-are increasingly-assuming the role of an arranger
and/or fund provider instead of merely fund providers. In
this way, the entire process of disintermediation which
refers-to the shift by corporate borrowers from loan
syndication with banks to direct borrowing from the public
has not yet completed in Hong Kong because of the absence
of a well-developed secondary market outside the banking
sector.
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2.3 Traditional bank loans versus Hong Kong dollar capital
market instruments
In the paper presented by the Hong Kong Capital Markets
Association to the Inland Revenue of Hong Kong on Hong Kong
Taxation and Capital Markets Instruments in 1987, a capital
market instrument is defined as a securitized and,
generally, negotiable instrument evidencing a debt either
issued at a discount to face value or at a principal amount
and bearing interest.- In the Hong Kong dollar capital
market the following instruments are generally classified
as capital market instruments:-
Bonds
Floating Rate Notes
Floating Rate Certificates of Deposit
Fixed Rate Certificates of Deposit




The attractiveness of the securitized debts is the
tradability of the debt instruments which are comparatively
superior to the traditional loans of which lenders are
usually locked in the debts until final maturity.. Transfer
of the loans though are possible through assignment-
generally, have to obtain the approval of the borrowers.
In addition, the development of financial engineering
techniques i.e. the structuring of transactions tailored to
the nature of the funding needs of the borrowers as well as
the interests of the investors provides not only
flexibility in tenure, interest rate and debt management
16
for the borrowers but also with the creation of the
synthetic securities which are hybrid investment
instruments made by combining existing capital market
instruments with hedging techniques to form tradable
packages. There are'also opportunities for the investors
to use these debt instruments to hedge against their
exposures in gold and/or stocks or even interest rate
risks. We shall discuss in more details about this topic
in Chapter Four.
The striking features of the synthetic securities are that
they are structured to meet the needs of the. investors and
at the same time they offer greater flexibility for the
issuers:
In the development of Hong Kong dollar capital market
instruments, the issuers are'constantly in search of lower
borrowing costs, more flexibility, structural simplicity,
as well as funding portfolio diversification in terms of
costs, currency choice and payment dates. The features of
these debt instruments such as the revolving underwriting
characteristic, the tender panel bidding mechanism, the
variable interest margin as well as the put option
therefore provide more flexibility to them in terms of
drawings, interest rate and debt management. The overall
effect is that funding can now be made at lower cost.
In spite of the above advantages for issuing Hong Kong
dollar capital market instruments, the absolute volume of
securitized debts represent a relatively small portion of
the debt markets compared with the traditional loans and
advances.
The low liquidity of the debts instruments which are mainly
held by the banking sector, the structural complexity of
17
some of these instruments and the combined expenditures
from underwriting fees, amortized front-end fees, printing,
legal expenditures, agency fees and borrowers' internal
administration are some of the hindrances named by the
borrowers in the issue of these debt instruments.
Moreover, there are strong competitions from banks which
have established close relations with the large
enterprises. As a result, arrangements of bank loans can
be arranged in a relatively quick, easy and flexible
manner. These are some of the difficulties for the
development of Hong Kong dollar capital market.
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2.4 The emergence of the Certificates of Deposit as a funding
source for authorised institutions.
Negotiable Certificates of Deposit (CDs) are time deposits
issued only by banks or financial institutions. Between
1981 and 1988 (as of end of September), the outstanding CDs
issued by banks and financial institutions rose from
HK$6,235 million to HK$34,222 million, a remarkable
increase of 4.5 times although inter-bank dealings
represented significant portion of the funding source of
the financial sector as reflected in the statistics that
due from banks and deposit taking companies in Hong Kong
and abroad totalled HK$2,068 billion, representing about
66% of the total liabilities as at September, 1988.(5)
The CD market began to take shape in 1984 when the Hong
Kong dollar was linked to the,United States Dollar which
gave stability in the local currency system and enabled the
Hong Kong-based banks to issue fixed rate CDs to obtain
below-HIBOR (Hong Kong Interbank Offer Rate) funds by
swapping them with corporate customers (Please refer to
Chapter 4.2.3 for detailed discussion on the swap
mechanism). The market has been thriving over 1984-86,
reflecting an increased demand for fixed-rate financing
fuelled by declining interest rates and surplus liquidity
of the local banking system. Thus, it is fair to say that
the fixed rate CD market is mostly swap-driven.
The phenomenal growth in demand for fixed rate CDs ended
with serious indigestion in February, 1987 when interest
rates began to rise from their prolonged low level. As
there was concentration of debt securities among financial
(5) Source: Monthly Digest of Statistics October, 1988 issue
19
institutions in Hong Kong, there were pressure to dump the
CDs when the interest rate began to rise. On the other
hand, issuing activities on the floating rate side of the
CD market, overshadowed by its fixed rate counterpart,
remained relatively stable even followed the slump in the
fixed rate market.
However, with the stability of interest rate approaching
the end of 1987 and followed the big equity market crash in
October, 1987 and the market speculation of the
appreciation of the Hong Kong dollar, the investors have
rediscovered the attraction of the low-risk fixed income
paper, resulting in surging demand which has brought new
impetus*to the revival of the fixed rate CD market in early
1988. Despite this, the fixed rate market is very
susceptible to the fluctuation of medium and long term
interest rates. Under the pressure of worldwide
inflationary threat and increase of global interest rates,




The Role of Merchant Banks in the
Development of Hong Kong Dollar Capital Market
The development of the Hong Kong dollar capital market since
1984 is facilitated by the influx of expertise*by major
international merchant banks who have rich knowledge about bond
markets, trading, swaps and other innovative financing
techniques.
3.1 The scope of merchant bank business
In Hong Kong, the merchant bank-type deposit-taking
companies are best defined by the types of services
offered. In broad terms, these include: money market and
foreign exchange short and medium-term loans in Hong Kong
and foreign currencies project finance local and
international loan syndications local and international
underwriting private placements and trading of equity and
debt securities trade finance quotations and listing
assistance evaluation and advice on acquisitions mergers,
and joint ventures venture capital, lease finance and
leverage leasing portfolio management and investment
advice and other assorted financial and general
consultancy services. These have been categorized into
five areas: the money market activities, lending,
corporate finance, investments and other services. (6)
(6) source: Merchant Banking in the Far East by Michael T. Skully Page 65.
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3.2 The role of merchant banks
In Hong Kong, the 35 licensed deposit-taking companies()
(DTCs) function as merchant banks since they are limited by
the Deposit-Taking Ordinance to large deposits and preventer.
from acting as saving banks for small investors. Capital
inflow from overseas are usually managed by the DTCs. Of
the 35 licensed DTCs, only two are Hong Kong-owned
(Wardley, a subsidiary of the Hongkong and Shanghai Banking
Corporation and Hang Seng Finance, a subsidiary of the Hang
Seng Bank which in turn is majority owned by HongkongBank).
Since a majority of the merchant banks are owned by foreign
capital, they have close access to the innovative financing
techniques that were developed in the world during the
global securities revolution and the impact from the
European financial market is particularly significant. By
the time a new borrowing technique is adopted in Hong Kong
(normally three to nine months after its genesis
elsewhere), the instrument has undergone a test of time,
allowing the local market to learn from Europe's mistakes.
However, due to the limited depth of the market and the
absence of a well-developed investor base outside the
banking sector, only a handful of issues of any given
instrument can be absorbed in a given period. This limits
liquid secondary trading and enhances the demand for
simple, straight-forward instruments. The merchant banks
which are active in the arranging and placement of Hong
Kong dollar capital market instruments include some
well-known names such as Manufacturers Hanover Asia,
Paribas Asia, Schroders Asia, Wardley Limited, Standard
Chartered Asia, Indosuez Asia.... to name just a few.
(7) to be renamed as Restricted Licensed Banks in the proposed government
reform on 3-tier Banking system.
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Another factor which is conducive to the development of the
local capital markets include the presence of some top-tier
and highly-rated corporations and financial institutions in
Hong Kong which have benefitted from the growth of the
wealth of the industry and trade during the past decade.
In the absence of the government bonds as the benchmark for
issues, these highly-rated certificates or papers served as
the reference in pricing and testing of market sentiment.
23
3.3 The process of underwriting an issue of Hong Kong Dollar
Capital Market Instrument
(1) Parties involved in an underwriting
The main parties involved in an underwriting are
the issuer, lead manager, underwriters, legal
counsel, investors, regulatory agencies, and the
trustee, fiscal, or principal payment agent.
(Please refer to Exhibit 1 showing the parties in
an underwriting).
(a) Issuer
The issuer wants to raise fund from the public
by issuing debt instruments through the
intermediation of a group of merchant banks.
Usually, the issuer is a private or partly
government-owned company which is, in the
country in which it operates, relatively
sizable. An issuer who wants to be assured of
a fixed amount of proceeds and who is not a
specialist in the distribution of debt
instruments turns to underwriters, who serve
as the intermediaries between the issuer and
the ultimate investors.
(b) Lead Manager
The lead manager or managing underwriter plays
the key role in an underwriting, usually
working with a small group of co-managers and
a larger group of underwriters. Whether an
underwriting succeeds or fails largely depends
on the manager.
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How the managing underwriter is selected by
the issuer differs from case to case.
Sometimes the merchant bank has built up a
close relationship with the issuer over a
period of years, or the issuer may negotiate
with several investment banks before selecting
the one which offers the best package.
In this type--of negotiated underwriting, the
issuer negotiates, point by point, aspects
such as the price fees charged by the
manager, underwriters, and sellers of the
issue and other expenses the support the
manager promised to give with respect to
demand for and price of the issue after the
offering and other terms and conditions of
the underwriting agreement.
For bond issues, the manager is sometimes
selected through competitive bidding.
(c) Underwriters
Underwriters earn their underwriting fee for
their commitment to take and pay for the
issue. Their key function is to accept the
market risk: to guarantee that the issuer will
receive the agreed upon amount at the agreed
terms, regardless of whether all the issued
can be sold to the public. This risk can be
substantial in volatile markets or in cases
where the issuer is not well known in the
market.
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If an issue is not completely sold, the
underwriters are obliged to buy the remaining
debts on the basis of their underwriting
commitments and keep them in their own
portfolio until they can be sold at a later
date. If the underwriters not only take the
underwriting risk but also sell (or place) a
substantial portion of the debts, they receive
a spread in their sale.
(d) Legal Counsel
At least one legal counsel and often two
separate law firms, representing the issuer
and the underwriting syndicate, are involved,
to ensure that the issue is in accordance with
the legal requirement. Legal assistance is
also required-for the preparation of the
prospectus and other documents. Counsel to
the lead manager or underwriting syndicate is
in charge of ensuring that the underwriter's
legal position is protected.
(e) Investors
Investors in bonds can be private individuals
or institutional investors such as insurance
companies, pension funds, mutual funds,
commercial banks, investment banks or brokers.
(f) Trustee, fiscal, or principal paying agent
In the case of bond issues, a trustee (usually
a bank, independent of the underwriters). may
be appointed by the issuer under a trust deed
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or trust indenture. The trustee's principal
task is to protect the rights of the investors
(who are legally the beneficiaries of the
trust), especially in case of a default by the
borrower. The trustee also assumes the
administrative responsibility of keeping track
of bonds and interest coupons which have been
presented for payment. The trust deed also
spells out the mechanics of interest and
principal payments and makes provisions for
the appointment of paying agents, usually
commercial banks.
(2) .The Process of Underwriting
(a) Origination
When a company needs long-term debt, it often
looks to a merchant bank for help. The main
reasons are that.the company seeks a
guaranteed minimum amount of funds and that
underwriting is a specialized business. It
requires not only contacts with other
underwriters and a feeling for the market
which can result only from daily and close
contact, but also a knowledge of finance and
relevant securities and other legislation.
Sometimes the merchant banker takes the first
initiative in an underwriting. From knowledge
of clients or the corporate sector in general,
he may know or sense that a particular company
needs capital and may present a proposal to
the company on how, when, and at„what price
capital can be raised.
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When market activities are slow and prices
depressed, it tends to be more difficult to
sell the debt instruments. Merchant banks as
well as potential issuers are less
enthusiastic in coming to the market, not only
because it may be difficult to sell the debts
but because the price and other conditions of
the underwriting will be less attractive.
Long-term debt underwritings are rarely done
when interest rates are rising rapidly, are
volatile or are at unprecedented high levels.
(b) Evaluation
Letter of Intent
As soon as a merchant bank has been approached
by a potential issuer or has identified a
potential candidate for a new issue, it
investigates the prospective client. If the
client meets the criteria of the banker, the
proposed financing will be subject to detailed
analysis.
When the client and the underwriter agree. in
principle on the type of financing, size and
timing of the issue, approximate pricing, fees
and expenses, and assuming that market
conditions have not deteriorated, the merchant
banker will then send to the issuer an offer
letter describing the proposed offering in
general terms. This letter is usually not
binding although it may specify fees to be
paid if the underwriting effort is terminated
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before completed. The offer letter must be
signed by the client to signify that the
mandate has been given to the bank. Without
this signature, the merchant banker might be
reluctant to take any further steps.
Due diligence review
Upon acceptance of the mandate, the
merchant bank conducts an in-depth
investigation of the issuing company before
making the underwriting commitments. Usually
legal, auditing, and engineering experts are
brought in to complete the analysis. This due
diligence review provides much of the
information needed later to prepare the
prospectus and other documentation required by
the regulatory authorities.
Topics considered in an underwriter's due
diligence review general include:-
Industry date
- major trends and developments
- major competitors
- market prospects of product
Company data
- history of the company
- major products and services
- major types of customers
- major suppliers and availability of
supplies
- corporate strategy and future plans
- corporate structure
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- major physical facilities including
expansion plans
- subsidiaries and affiliates
- RD activity, new products
- analysis of use of proceeds
- data on directors, officers, and key
employees
- employee relations, including union
contracts
Financial data
- analysis of historical audited income
statements and balance sheets
- analysis of interim operating
statements
- analysis of inventories
- analysis of order portfolio
- analysis of projected income statements
and balance sheets




- analysis of tax status
- analysis of banking relationship
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3.4 The Regulatory Framework
The main purpose of regulation is to protect investors by
providing adequate disclosure of information, accounting
and auditing standards necessary for informed investment
decisions. All debt securities: Certificates of Deposit
(CDs) issued by financial institutions and Commercial Paper
(CP) issued by corporate borrowers must have a minimum
denomination of $500,000 and each issue must receive the
approval of the Commissioner of Securities. An outline of
the borrowing entity is required.
The Protection of Investors (Amendment) Bill 1988 proposed
that authorised institutions- namely banks and
deposit-taking companies (DTCs)- would not have to seek
approval from the authorities. An across-the-broad
restriction on minimum denomination would cease to apply to
them, but they would still be subjected to the restrictions
under the three-tier banking system.
Under the three-tier structure, banks can take deposits of
any size but the interest they pay for short-term deposits
cannot exceed the level prescribed by the Hongkong
Association of Banks.
Licenced DTCs* can take deposits of any maturity provided
they are worth $500,000 or more. Registered DTCs cannot
take deposits of less than $100,000 for less than three
months.
In effect, licensed banks could in future issue CDs of ,any
denomination and could possibly attract more small
investors to invest in CDs.
* see (7) in Page 21
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But for financial institutions not authorised in Hong Kong
as well as companies issuing commercial paper, the minimum
denomination of their future debt issues could be doubled.
Issuers of debt securities will be subject to virtually the
same requirements and vetting procedures. The polarization
of authorised institutions and their non-authorised
counterparts is a result of the government's effort to
streamline vetting procedures of debt issues that the local
capital market players have advocated as they say approval
on debt issues from the Commissioner of Securities are not
necessary for the authorised institutions which are already
supervised by the Commissioner of Banking.
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3.5 The formation of the Hong Kong Capital Markets Association
In October, 1986, the Hong Kong Capital Markets Association
was established with more than 115 members including all
capital market players such as banks, deposit-taking
companies and securities dealers.
The objectives of the Association are:-
To encourage and develop local and regional capital(1)
markets.
To promote an orderly trading environment in(2)
primary and secondary markets for financial
instruments.
To establish a close liaison between primary and(3)
secondary markets.
To provide a forum for discussion of issues and to(4)
formulate and supervise guidelines on the issue and
marketing of financial instruments.
The formation of such an association marked a major
cooperation effort among the merchant banks in Hong Kong to
promote the local capital market, especially the secondary
market, despite keen competition. The composition of the
Association included all major market participants such as
Wardley, Paribas Asia, Manufacturers Hanover Asia and
Standard Chartered Asia. Moreover, the appearance of 2
Bank of China entities, China Development Finance and Bank
of Communications on the committee reflects the growing
participation of Chinese institutions in the Hong Kong
paper market.
The Association works as a coordinated body to seek market
views, study the problem areas to improve the development
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of the local capital markets and make recommendations to
the government. Some of the areas that they have studied
included the establishment of a clearing house for Hong
Kong dollar paper and a system whereby banks can borrow the
paper from the clearing house to satisfy customers' demands
when they have a temporary shortage of paper. Other areas
include the need to form a queueing system under which
issues will be launched in a more orderly manner. The
denominations of paper in Hong Kong dollar issues, a
standard form of agreement and arbitration procedure for
disputes are among other areas for study.
The committee also proposed speedier approval of issues by
the Securities Commission and an end to the inconsistent




Creative Financial Engineering- Theory and Practice
4.1 Features of Different Debt Instruments and Their Analysis
4.1.1 Commercial Paper (CP)
4.1.1.1 Features:-
These are short-term borrowings by bluechip
corporations directly through the money
market rather than from the banks, usually
at a rate slightly lower than the bank
prime lending rate. The instrument itself
is a traditional bill of exchange sold at a
discount rather than bearing a coupon rate.
Merchant banks may help companies to
prepare the prospectus and underwrite
issue. Often they provide standby lines of
credit, with a commitment fee, to ensure
that the paper can be repaid on maturity
date if it cannot be rolled over.
4.1.1.2 Benefits:-
Commercial paper offers a lot of benefits to
the issuer. Lower cost of funding is the
major attraction. They also provide
maximum flexibility of drawing. In times
of large scale project construction period,
when payments are being made to suppliers
and subcontractors, and the debt is
gradually building up, CP permits flexible
drawings and a range of maturities. CP is
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usually used as a standby or working
capital purpose. In conjunction with an
underwritten backstop, they provide
committed funds. With the tender panel
distribution or the dealership placements,
the issue of CP can develop a wider
investor base, and hence attracting capital
from a wide range of resources other than
just banks.or financial institutions. In
the early period of a project, there may be
a need to have working capital funds
available, and the flexibility provided by
CP is often an attractive alternative to
bank overdraft or revolving loan facilities.
4.1.1.3 Hong Kong Commercial Paper Market
of short-term financing. Primary and
secondary markets are just beginning to
develop. The market is limited by the
small number of prime issuers in Hong Kong.
In fact, almost all top-tier corporate
borrowers have made their issue in 1985 and
have secured an underwriting commitment
from banks involved extending over several
years.
At the present, there is no formal rating
system governing the issuance of CP. Since
most investment and merchant banks are
based in London and New York which are
pioneers in the market, Hong Kong closely
follows established practice in the major
financial centers.
In Hong Kong, CP is a relatively new form
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Exampled issues:-
Case 1: In December, 1983, Hongkong Land
only issued HKD50 million of the bills out
of a HK$250 million facility because its
need for cash was later met by the
subsequent sale of Jardine shares, which
brought in HKD860 million after expenses.
Case 2 :In February, 1984, Kowloon
Electricity Supply Co. (KESCO), the
associate of China Light Power Company,
was permitted to proceed with a HKD250
million issue. The facility was used to
replace their existing banking credit
facilities. By this CP issue, KESCO could
save money both by arranging the paper at a
lower cost than existing financing and by
hedging currency movements.
Case 3: On the 10th December, 1984,
Security Pacific HK Holdings signed an
agreement to make a HKD500 million bill of
exchange issue, which was used partly to
finance the HKD350 million acquisition of
the 31% minority stake in Bank of Canton.,
The issue- in the form of a bill of
exchange facility- was a revolving credit,
and was arranged by Paribas Asia and
Security Pacific Capital Markets Group.
The issue, a six-year facility, was a
series of short term bills, ranging from 1
to 6 months, with each bill having a face
value of HKD500,000. It was on a tender
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panel basis whereby panelist can offer to
buy the paper at a lower rate than the
underwriting banks agreed to pay or decline
to buy it altogether. The tender panel
method of distribution involves auction of
the CP to a number of selected financial
institutions. In practice, the tender
panel will often comprise the members of
the underwriting group of banks (in a
Revolving Underwriting Facility) or
providers of the standby (in a Note
Issuance Facility) along with a few other
institutions who are well-known for their
ability to distribute CP. The tender panel
has the advantage of a potentially wide
distribution of the CP as different banks
and financial institutions share different
client. The information on rates obtained
by tender panel members, and news made
available to the market, could help to
encourage an active and deep secondary
market in these CP. This will add to the
liquidity of the CP and thus broaden the
appeal of the CP to investors for whom
liquidity is important.
Case 4: In 1985, Kowloon-Canton Railway
Corporation (KCRC) also established a
HKD700 million 8-year commercial paper
facility arranged by Paribas Asia. By a CP
issue, KCRC could raise more funds in the
capital market.
Most CP issues are fully underwritten by a
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group of banks. At the expense of an
underwriting fee, the issuer can be
guaranteed a certainty over funding sources
in time of difficult market. If the paper
cannot be totally absorbed by the
institutional investors, the underwriting
group has the obligation to buy all the
papers, providing a steady source of
fundings to, the issuer.
Case 5: In May, 1986, Jardine Matheson
issued the first partially underwritten
commercial paper in 1986. By eliminating
the banking fees involved in underwriting
at least part of the issue, Jardine was
expecting to save HKD5 million per year.
The Jardine offer involved a network of
dealers to facilitate the growth of Hong
Kong's CP distribution.
Case 6: In 1987, the Mass Transit Railway
Corporation (MTRC) signed.a 3-year
partially underwritten HKD2.5 billion
commercial paper facility, by then the
largest HKD short-term facility arranged,
which replaced and effectively combined 2.,
facilities arranged in 1983 and 1985, and
was designed to allow the corporation to
issue HKD CP on a consistent basis. The
facility was divided into a HKD1 billion
component underwriting by a group of 15
banks and a HKD1.5 billion component that
was not underwritten.
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The first component carried an underwritten
interest rate of 0.125 percentage point
over HIBOR (the Hong Kong interbank offered
rate). The underwriting fee was 0.1
percentage point, increasing to 0.125
percentage point when the facility was
extended.
A tender panel of 27 banks was set up for
the non-underwritten component.
The agreement also included a clause
allowing unsolicited offers. This
feature gives members of the tender panel
the right to request (with the right of the
issuer to refuse) that the corporation
issued paper from the facility for any
maturity up to 365 days.
Case 7: By then, top-tier corporate names
started to move towards pure CP dealership
without any back-up facilities. In May,
1987, a HKD500 million facility was
arranged for Hutchison Harcourt, a property
concern wholly owned by Hutchison Whampoa.
It was the first issue launched in Hong Kong
without any support of an underwriting
group. The absence of an underwriter means
the issuer must rely on a tender panel for
competitive bidding. This type of European
style of issue reduce costs by eliminating
underwriting fees, and increase flexibility
for the issuer as the paper is offered on a
continuous basis for different amounts and
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maturities. It also ensures a more orderly
market with a constant supply of paper at a
set price. However, as a trade-off, as the
lending banks did not have the commitment
to take up the issue that would otherwise
be required by an underwritten bank, the
borrower would face uncertainty over
funding sources if the bidding response is
poor.
4.1.1.4 Present Climate in Hong Kong
Despite the competitive banking climate in
Hong Kong, the second-tier companies have
never successfully entered the CP market.
Many issues launched so far for second-tier
corporate names have virtually attracted no
investors, leaving the underwriters with
most of the papers offered. It shows the
lack of confidence of the credibility of
these corporations as there is no formal
rating systems facilitating the issuance of
CP.
Beginning in 1984, the total volume of CP
facilities increased rapidly in 1985 before
subsiding significantly the following year.
The following lists the factors for the
flattering of the CP market:-
. Almost all top names in Hong Kong went
into the market within a very short
period of time during the 1985 boom,
arranging facilities of a few years of
maturities. Facilities with shorter
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maturities still had extendible
features, therefore generating only
renewal activities instead of new issues.
Much of the real growth after 1985 was
attributable to lesser known property
names.
The combined expenditures from
underwriting fees, amortized front-end
fees, printing, legal expenditures,
agency fees to arrangers and borrowers'
internal administration.
Parallel to the scenario experienced by the
Hong Kong Dollar CP market, the limit has
been reached for Hong Kong in the growth of
the CP market. In addition, the secondary
market have never successfully taken off.
Besides the trading banks, the longed-for
presence of financial institutions, pension
fund, trust fund and corporate treasury are
little represented in the secondary market.
The local CP market-underwent a low tide
till the October crash in 1987. The loss.,
of confidence in equity financing shift the
corporations back to the debt market.*
4.1.2 Floating Rate Note (FRN)
A Floating Rate Note is a medium-term instrument
whereby highly rated corporate borrowers can raise
money at a rate slightly higher than HIBOR.
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Normally the facility range from 3 to 7 years,
bearing a floating rate of interest, re-determined
periodically either by 3-month or_6-month HIBOR.
An FRN issue entails considerable up-front cost
from the issuer, including a prospectus. However,
full prospectus requirements can be waived on
occasion in favour of a simpler Luxembourg-type
prospectus.
There are several advantages of issuing FRN by the
corporation to raise medium term funding. Firstly,
funds are raised in one amount for a medium term,
which save the administration cost of repeatedly
issuing short-term notes. Secondly, the interest
coupon is refixed in relation to short-term money
market rates. These may be extremely attractive to
the issues in time of a positive yield curves i.e.
when the long-term interest rate is much higher
than the short-term interest rate. The issuer does
not get locked into a high fixed rate for the whole
term of note by funding at the relatively
short-term rate period by period. Thirdly, it can
develop a larger investor base by attracting the
public into the market and finally, it is most
appropriate for financing those projects which has
built up a core level of debt which can be assumed
to be required over the medium term.
Different types of Floating Rate Note issued in
Hong Kong:-
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4.1.2.1 Mismatched Floating Rate Note
A Mismatched Floating Rate Note is
extremely attractive in time of a
positive medium term money market yield
curve as lenders can fund their higher
yield lending with shorter-term and lower
cost of funding.
In September, 1987, the Mismatched FRN was
introduced in Hong Kong for Sun Hung Kai
Properties (Financial Services) Limited to
finance development of sites acquired by
the Sun Hung Kai Properties Limited. It
was arranged by Paribas Asia and CEF
Capital, the latter being the merchant
banking arm of the Cheung Kong (Holdings)
Limited. It was a HKD400 million 6-year
floating rate issue with interest payable
at 0.0625% above the 3-month HIBOR, to be
refixed monthly. In addition, a put
option is attached to the issue so that
after 3 years, buyers can exercise the
put option, under which the notes are
redeemed at par.
The advantage of a mismatched FRN is the
offering of greater yield possibility to
lenders as well as lower borrowing costs to
the corporate issuers.. A key advantage of
the arrangement to the borrowers is that it
will secure a lower spread than could
otherwise be obtained through conventional
borrowing arrangements. As tradeoffs, the
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lending banks are offered a fair chance of
additional income, depending on the yield
curve, on top of normal yields generated by
the spread over the HIBOR. In times of
concern for inflation or higher interest
rates, the funding cost for short-term
money in the interbank money market is
cheaper than medium term arrangement.
Therefore,.in this mismatched FRN, the
lenders can borrow the cheaper 1-month from
the interbank to fund their 3-month
position while locking in the differential
as secured additional profits.
However, during the whole 6 years, in
case the interest,rate scenario has
changed to a negative yield curve, the
investors are protected from the
potential loss. If 1-month HIBOR rises
above the 3-month level, the yield on the
notes will be pegged at the longer term
for 3 months instead of one. This will
allow the investors to finance their
holdings at the lower 3-month rate,
locking in the 0.0625% margin as the
minimum level of profit.
4.1.2.2 FRN Warrants
Cheung Kong Finance tS one o4 --the
Hongkong-listed company to fund at a cost
below HIBOR by attaching 1,000.warrants
entitling the investors to subscribe for
shares at a fixed price*to its HKD1.1
billion FRN issue.
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However, warrants in Hong Kong have not
graduated to the level of a standard
trading instrument. The secondary market
on the few warrants outstanding is
shallow and rather inactive because local
traders are unfamiliar with this kind of
instruments.
4.1.2.3 Interest Rate Convertible Notes
This is a fixed rate note with an option
of converting to a FRN at a penalty cost
in time of high interest rates. This can
be more attractive to investors in terms
of flexibility in response to the
interest rate movements. In times of low
interest, the investors are guaranteed the
fixed rates, guaranteeing a floor on the
interest yield. In times of high interest,
they can enjoy a floating interest yield
according to the contemporary interest
rates.
In May, 1987, MTRC issued a HKD500
million FRCN. It was arranged by
Paribas, and pay 8% per annum, quarterly
or convertible to 3-month HIBOR plus
0.0625% per annum at a penalty of 1.125%
flat.
4.1.3 Transferable Loan Certificates (TLC)
With the rise of the global trend of
disintermediation and securitization, TLC had
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acquired popularity as an alternative to
conventional syndicated loans. In a standard
syndicated loan agreement, a bank must go through a
cumbersome process to get the borrower's approval
to transfer its participation. It requires the
prior consent of the borrower before a lending
bank's position can be transferred to a third
party. If a syndicated loan is linked with a TLC,
participating banks have the right to sell all or
part of their participations to financial
institutions.
A TLC is issued for each repayment instalment, thus
permitting a bank to sell any portion of its
participation. A group of banks to which
participation can be sold (the eligible
transferees) is sometimes defined in the loan
agreement. TLC's are denominated according to the
size of the underlying syndicated loan, the payment
terms and the number of banks participating. The
usual denomination is HKD500,000 to HKD1 million.
The inclusion of the TLC in a syndicated loan
may narrow the rates by about 1/16% of a percentage
point. This lower the funding cost of the
borrowers. However, it gives the lending banks the
distinct advantages of liquidity and flexibility.
The only additional cost over and above-those of
syndicated loans are minor printing fees. Because
the TLC is a registered rather than a bearer
instrument, no stamp duty applies.
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Exampled issues:-
Case 1: MTRC introduced the first TLC in 1985.
Its HKD500 million issue was lead managed by
Citicorp. This was followed by other issues: a
HKD2 billion issue lead-managed by Wardley, and a
HKD390 million issue for the Kowloon-Canton Railway
Corporation and a HKD1.45 billion issue for Castle
Peak Power, both lead-managed by Schroders Asia.
Case 2: In 1987, News Corporation subsidiary South
China Morning-Post Finance Limited signed a HKD888
million TLC facility with 44 international banks,
which was used partially to refinance News
Corporation's purchase of the South China Morning
Post Limited the year before. It was used to
enhance liquidity of the lending banks and reduce
the SCMP's funding costs. The facilities carries a
maturity of 5 years, with a grace period of 3/
years. The certificates carry a denomination of
HKD1 million. Interest for the first two years is
/ of a percentage point a year above the HIBOR, to
be increased to 5/8 of a point a year over HIBOR
for the remaining 3 years.
4.1.4 Long. Term Financing- Bond
The most common long term bond market instrument are
government bonds, development bonds, government
agency/corporation bonds, municipal bonds, mortgage
bonds, corporate bonds or debentures, convertible
bonds, commodity-linked bonds and lottery bonds.
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Most bonds have fixed rates with semi-annual or
annual interest payments. Redemptions may be at
the end of the period, or after a grace period,
during the life of.the bond through a so-called
sinking fund. There may also be a purchase fund
which would obligate the issuer to repay before
final maturity only if the bonds are traded below
an agreed upon price, usually par.
Fixed Rate Bonds are extremely common in countries
where many projects are sensitive to interest rate
exposure, and-project sponsors may wish to hedge at
least a portion of their liability against rising
interest rates. Funds are raised through a public
issue of negotiable bonds bearing a fixed interest
coupon, normally issued for a minimum of 5 years,
but more usually for 8 to 10 years. In addition,
bond issue gives the issuer the benefits of
development of investor base and ease of
administration since it is not necessary to
repeatedly issue short term notes.
4.1.4.1 Government Treasury Bond
One of the major bond issuers is the
sovereign who tLe raisesfund for
governmental financing. Government bonds
can be found in nearly all countries,
even those without active bond markets.
They are, as the name indicates, issued
by and carry the full faith and credit
of the government. The purpose of
government bonds is to finance deficits
in the budget, usually the investment or
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development budget which pays for
improvements in infrastructure and other
development projects.
In 1975, the Hongkong Government made an
unprecedented HKD250 million issue of
6.6% 5 year bond, which are available to
any member of the public through the
government. various Treasury collection
offices. They were duly redeemed in
November, 1980. The significant feature
about. the timing of the issue is that
1974-1975 was a deficit year with a
shortfall of some HKD479.9 million while
funds raised were used to bolster
reserves on the expectations of yet another
deficit the following year, though it
turned out not to materialize as expected.
The second government bond was issued 9'
years after the first one. In 1984, a HKD1
billion issue of 5-year fixed rate bond of
10% was issued. The issue was to help the
projected HKD2.1 billion budget deficit in
1984-1985. The net proceeds from the sale
was transferred to the Capital Works
Reserve Fund for the purpose of productive
capital investment, such as the building of
schools, roads and hospitals. The
government announced that the bond issue
attracted bids from 2/ times the amount of
bonds offered, which allowed the government
to set a premium of 0.5% over the HKD50,000
nominal price of the bond. The attraction
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was enhanced due to the fact that the issue
was ranked as liquid assets under the
Banking and Deposit-taking-Ordinance. In
addition, the return on the bonds is helped
by the fact that interest payments, as well
as profits on the sale of bonds was
exempted from Hongkong's profit tax and
interest tax, present and future.
4.1.4.2 Corporate Bond
Besides the Hongkong Government, some
major corporations in Hong Kong also
participated in the long-term bond market
by issuing corporate bonds to raise
funds.
Most major corporations are used to and are
overdependent on the local banking credit
system while having hardly any access to
fixed-rate long-term sources of funds to
finance their substantial fixed assets.
Such bluechips companies are usually
well-known to the general public and are
among the best credit risks in the
territory. They are in a good position to
issue corporate bonds with maturities which
may be as short as 3 years.' Theoretically,
corporate bonds, or sometimes known as
debentures, are often issued on an
unsecured basis, without a lien on specific
property. They may be seen as a claim on
earnings rather than assets.
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Exampled issues:-
Case 1: In July, 1985, the China
International Trust and Investment
Corporation (CITIC) launched a HKD300
million bond issue, due in 1990, in
bearer form in the denomination of
HKD500,000 and interest is payable
semi-annually at an annual rate of
9.375%. The bonds signified as the first
issue for any authorised entity of China
in the Hong Kong capital market.
Case 2: The KCRC raised HKD500 million
through an 8-year bond issue to repay part
of its HKD1 billion debt to the Government.
4.1.4.3 Convertible Bonds
A convertible bond has the advantage of
giving the investor a guaranteed minimum
return with the possibility of conversion
during the life of the bond into shares of
the company at a predetermined price. This
conversion price is usually set higher than
the current market price, but may be
considerably lower than future shares price
reached before the expiry date of the
conversion period.
To the corporation, this type of bond
makes it possible not only to receive
funding at a lower than usual rate but
also to offer shares at some future dates
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at a higher than presently available.price.
Convertible debentures are subordinated to
all other general creditors.
However in 1986, Hong Kong experienced an
unusual issue of HKD corporate bonds.
Two of Hong. Kong's leading trading and
property companies issued a Hong Kong
dollar bond in the name of a joint
subsidiary, to dispose of shares the two
parents held in a third and entirely
unrelated company.
Cheung Kong (Holdings) Limited and
Hutchison Whampoa Limited (HWL) announced a
5-year HKD762 million fixed-rate bond. in
the name of their joint subsidiary, Meldrum
Inc. The unusual part of the issue is that
the bonds were exchangeable into shares of
Cathay Pacific Airways, a completely
unrelated company. The shares were owned
jointly by the two issuing companies, but
neither had controlling interest in the
airline.
The coupon rate was'5% per annum payable
semi-annually. The bond were exchangeable
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immediately for Cathay Pacific shares at
HKD 5.74713. In addition, the issue
contained a.clause giving the issuer the
right to demand that all bonds be
exchanged for Cathay shares if the share
price rises to 115% of the exchange
price. The bond have a par value of
HKD500,000 and was guaranteed by Cheung
Kong and HWL. The lead manager was
Paribas Asia.
4.1.4.4 Corporate Bond with Warrant
In 1988, Shanghai-based Bank of
Communications issued an innovative
HKD200 million 5-year bonds with warrants
to purchase shares of utility company
Hongkong Telephone. The bonds were
issued at par with a 5.3% coupon bearer
form of HKD500,000 each with 5 detachable
warrants, each entitling the holder to
purchase 10,000 ordinary shares of
Hongkong Telecommunication at a fixed
price of HKD10 each starting from the
payment date of the bond until 15th
March, 1993. A total of 20 million
shares or 0.2% of total issued share
capital would be sold,to the warrants
holder assuming full exercise of the
warrants.
It was.a very innovative instrument in
Hong Kong, and it provided a lot more
flexibility for investors compared with
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the 1986 Cathay bond issue. To the
issuer, it provided an effective way of
getting rid of the shares, following the
stock market crash in October, 1987.
Conclusion
Despite the few issues mentioned above, the
Hongkong bond market failed to take off as an
one.
active and efficientnas there is no active
secondary market in the few bonds that have been
issued. Most-local companies are not large enough
to issue bonds and must depend on bank financing
and the stock market as sources of new capital.
The difficulties confronting the bond market are
numerous. The first and most frequently cited
problem is the expense of launching a bond issue
(especially for a full, English/Chinese
prospectus), which is estimated at about HKD1
million. Other discouraging factors are the
absence of large borrowers and the volatility of
the local interest rates.
4.1.5 Negotiable Certificate of Deposits (CDs)
CDs are time deposits issued by banks, usually in
large denominations, to institutional investors and
high net worth individuals. CDs are normally free
from interest restrictions and can be freely traded
(negotiated) before maturity, ensuring liquidity.
To obtain below-HIBOR (Hong Kong Interbank Offer
Rate) funds, Hong Kong-based banks often issue
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fixed-rate certificate of deposit and swap them
with corporate customers. It is estimated that at
least 80% of all fixed rate CD issues undertaken
have been swap related.
Financial institutions issue CDs either because the
lower administrative costs given the large
denominations, money market conditions are tight,
they dislike the potential need for early
redemption on normal deposits or they want to
further expand their deposit base by offering
different products to the depositors.
4.1.5.1 Fixed Rate CDs
They are CDs issued by banks or other
financial institutions with a fixed
coupon rate, usually with interest
payable quarterly or semi-annually.
Exampled issues:-
Case 1: In June, 1986, Sanwa Bank issued
HKD250 million 5-year fixed-rate CD, with
Lead Managers including Citicorp
International, Manufacturers Hanover
Asia, Sanwa International Finance and
Wardley Limited.
Case 2: In 1988, the Bank of
Communications issued a 5-year HKD200
million fixed rate CD at 7.05% p.a. with
quarterly interest payables. The Lead
Manager is the China Development Finance,
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the Hong Kong merchant banking arm of the
Bank of China group.
4.1.5.2 Floating Rate CDs
These are very similar to floating rate notes
but are usually of somewhat shorter maturity.
Interest payables are adjusted after every
payment period to the prevailing short-term
money market rates. The usual reference rate
in the Hong Kong dollar CD market.is the
HIBOR.
4.1.5.3 Gold-linked CDs
An instrument combining the features of a
fixed-rate CD with those of a gold
option. This is designed for investors
who are bullish in the gold market.
It gives the investor an additional return for
a rise in the gold price from the base rate,
in exchange for a lower coupon than on a
normal CD.
Part of the yield offered by a normal CD of
comparable maturity effectively buys a gold
call option, giving the holder a chance for
greater gains in the event of a rise in the
gold price.
4.1.5.4 Fixed-Interest CD Warrant
A fixed-interest CD warrant.gives the. investor
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the right, but not the obligation, to buy a CD
with a fixed coupon rate at a
pre-determined price on a specified date.
The warrants effectively provide the investors
with an interest rate option. On the
exercise day, if interest rates fall,
investor can exercise the option to buy
the relatively high-yielding CD. If
rates go up, the investor loses only the
premium paid upfront. It had proved
valuable to multinational corporations,
because Hong Kong interest rates have a
much higher volatility than Eurodollar
rates.
Exampled issues:-
Case 1: Standard Chartered proposed the
first CD warrant issue, which was
composed of 200 warrants entitling the
holder to buy, at par, a HKD500,000 CD
from the issuer on any of the four
exercise dates.
The CDs will carry an interest rate of
8.05%, payable quarterly, and will mature
5 years from the date of issue. The
premium is HKD9,500 each.
Case 2: Kleinwort Benson Limited issued
HKD100 million CD with detachable warrant
issue. The host CDs will mature in 3
years carrying a coupon of 7.875%. They
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came with 200 detachable warrants priced
at HKD5,500 each. The underlying CDs
totalling HKD100 million carry a coupon
of 8% payable quarterly, and matures in 4
years and 5 months.
4.1.5.5 Mismatched Floating Rate Certificate of
Deposit
This mismatched floating rate certificate of
deposit is a modified form of the,. normal
floating rate CD. It carries a floating
3-month or 6-month interest payable on a
mismatched basis, with the reference rate
being refixed monthly. This kind of issues
give the issuers the advantage of
strengthening the liquidity position and
better matching their asset/liability
maturities.
Case: In July, 1988, the International
Bank of Asia (IBA) signed an agreement
for the issue of HKD100 million protected
mismatched floating rate certificates of
deposit. Arranged by Paribas Asia
(1986), the 3-year issue carries an
interest at 3-month HIBOR plus 18.75
basis points per annum on a mismatched
basis, with 3-month HIBOR being refixed
monthly.
In the event that 1-month HIBOR is higher than
the 3-month HIBOR on any monthly refixing
date, the interest rate will be set at 3-month
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HIBOR for a 3-month period.
Regardless of the duration of an interest
period, interest will be payable quarterly in
arrears.
4.1.5.6 Floating Rate CD (Capped CD)
This Capped Floating Rate CD offer the same
feature of a normal floating rate CD, except
that it include a capped rate of interest
payable. The investor can enjoy an.
increasingly high interest yield if the
money market rates are rising till the
cap rate is reached.
This kind of CD is designed for those
investors who think interest rates are
bearish but not beyond the capped rate.
Case: In April, 1987, Banque Nationale
de Paris issued a capped Floating Rate
CDs of denomination HKD100 million,
3-month HIBOR plus 1/8% p.a. margin,
payable quarterly, with a capped rate of
14.375%.
4.1.5.7 CD with Fixed-rate and Floating-Rate
Tranches
In 1987, due to an oversupply of
low-coupon, fixed rate issues at the
start of the year and firming of US
interest rates led to a decline in the
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local fixed rate CD market.
Traditionally active market participants
were not likely to seek more fixed-rate
paper because they are still carrying
sizable outstanding fixed rate CD in
their portfolio.
Case: In September, Sanwa Bank issued a
3-year HKD200 million CD which provides
both fixed-rate and floating rate
tranches, with Manufacturers Hanover Asia
and Sanwa International Finance,as joint
arrangers.
The fixed rate tranche offered a yield of
8-3/4% quarterly, with 15 basis point
commission, giving an annual yield of 9.1%.
The floating rate tranche offered a margin of
5 basis point over the 3-month HIBOR, with 9
basis point upfront, giving an effective
margin of 8 basis point annually.
4.1.5.8 Revolving Underwriting Facility (RUF)
Case 1: In April, 1987, Mitsubishi Bank
issued a HKD400 million RUF for CD issue
with HKD250 million underwritten, and
HKD150 million direct offer, at a HIBOR
plus 5 basis point cap.
Case 2: Dah Sang Bank issued a 3-year
HKD100 million revolving facility with
maximum margin 0.1875% over HIBOR,
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underwriting fee 0.125% and front-end fee
0.1%.
4.1.6 Synthetic Issue
Besides the conventional capital market instruments
like the Certificate of Deposits, Commercial Paper,
Floating Rate Notes, Bonds, there is a wide variety
of different combinations of issued paper. More
colourful features are added to raise their
attractions to the investors, and their
combinations produce synthetic characteristics
that can provide lower funding cost for issuers and
better return for investors.
4.1.6.1 Bull and Bear Bond,
In August, 1987, Banque Paribas arranged
a HKD1.5 billion Bull and Bear issue
that allow investors to invest in the
local stock market while receiving
regular bond income. It is a
multi-purpose instrument combining the
functions of a straight fixed-income
bond, a quasi-equity device and a medium
term hedging instrument.
The Bull and Bear bond is a debt
instrument linked to the Hang Seng Index
(HSI). The-issue was divided into HKD750
million in bull bonds and a like amount
of bear bonds. Both had maturities of 4/
year and the coupon rate of Bull bonds was
4% while for Bear bonds 10%.
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An investor who subscribed for a Bull
Bond is in the effect lending money to
the issuer who, in return,*promises to
pay interest annually and, when the bond
matures, the original money lent plus the
monetarized change in the HSI. In this
instance each point movement in the HSI
will cause the redeemable value to vary
by HKD7.50.1 A Bull bond holder will
therefore get more back if the HSI rises,
but less if the HSI falls.
For the issuer, the Bull and Bear Bonds are
attractive because they make it possible to
raise funds at a fixed rate despite the
poor climate for such issues in the colony.
Indeed, the market is already saturated
with fixed-rate medium term bonds. Since
the payments on the Bull and Bear Bonds
will cancel each other out at maturity, the
issuer can raise the HKD1.5 billion at a
fixed annual cost that is slightly cheaper
than the cost of a similar straight bond
issue.
Despite the lack of interest after the
October crash, the Bull and Bear Bonds
could be considered successful in times of
launching as the HKD1.5 billion issue was
oversubscribed 5 times when the
subscription period closed.
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4.1.6.2 Gold-linked Certificates of Deposit (CDs)
In December, 1987, Citicorp launched the
Citicorp gold-linked CD, with a minimum
investment of HKD1 million. The two-year
CDs come with a coupon rate of 4.5%, well
below the prevalent rate on straight CDs,
which was about 8 to 9 percent. However,
as it was structured with a gold option,
the value of the CD increased in line
with the price of gold, but there was no
downside risk should the price of gold
move below USD481.50 per ounce, the level
fixed on 30th December, 1987, the date on
which the 2-year tenure of the CD began.
As the Chinese population in Hong Kong are
fond of holding gold, the Citicorp could
raise fund at a much cheaper rate than
other comparable CDs by including a gold
call option at strike price USD481.50.
Meanwhile the investor can have a fixed
rate income combined with any capital
gain in case of gold price surges.
4.1.6.3 Gold-linked Bull and Bear Bond
In January, 1988, Banque Indosuez issued
HKD1 billion of gold-linked Bull and Bear
bonds which allowed investors to take
advantage of gold fluctuations while
receiving guaranteed interest income.
Conceptually, the gold-linked Bull and
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Bear bond is a further derivative of the
Citicorp gold-linked CD. Instead of
including the purchase of one gold call
strike at price on issue date, the
Indosuez bonds include either a purchase
or sale of a gold call option at the same
strike price.
The issue was divided into two parts:
HKD500 million of Bull bonds and an equal
amount of Bear bonds, with a nominal
principal amount of HKD20,000 for each
bond. They provided opportunity for
hedging physical gold holdings and for
arbitrage. In addition, it still pays
the investors an annual interest rate of
4% to Bull bond holder and 9% to Bear
bond holders. Investors could also lock
in a 6.5% annual yield with no
gold-related risk to their principal by
buying the Bull and Bear bonds in pairs.
Like the Citicorp gold-linked CD, it
allows the issuer a lower medium-term
funding cost than other straight bonds of
similar maturity, and it gave the
investors further flexibility in the
degree of participation in gold price
speculations.
Almost 40% of the bonds were placed
privately with institutional investors
prior to public offerings. Nevertheless,
the subscription could not be regarded as
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satisfactory as the issue was
undersubscribed. The public subscription
had attracted mainly the medium-sized
investors, but relatively small investors
who were less sophisticated and was
confused by the complicated mechanics of
the product features.
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4.2 The Use and Analysis of Different Liability
Manaqement Techniques
The debt instruments discussed so far enable funds to be
raised in different approaches and environment. However,
there are another group of capital market instruments which
could change the nature of the liabilities thereby assumed.
They are the instruments employed in Financial engineering
which provide a wider flexibility, lower cost of funding
and ease of administration in the structuring of the debt
instruments that we have discussed before.
4.2.1 Forward Rate Agreement (FRA)
It has become an alarming fact that high volatility
of interest rate movement can adversely affect the
performance of their portfolio, most corporate
treasurers have turned to the use of Financial
Engineering techniques such as FRA to hedge their
interest rate exposure for protection.
For instance, in view of rising interest rates, a
corporation anticipating a loan in 3 months' time
will enter an FRA with a bank, to fix the future
cost of funding for the loan anticipated. In times
of loan fixing, the higher cost of funding can be
compensated by the profit earned in the FRA deal,
thus effectively locking in the cost of funding at
the contract rate of the FRA.
An FRA is simple and extremely popular among other
instruments as it provides extreme flexibility to
the corporation by tailor-making to the specific
needs of the corporations, including odd dates and
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odd amounts. In addition, there is no transfer of
principal throughout the whole life of the deal,
and hence it provide a good hedging vehicle to an
underlying loan.
Nevertheless, the tool has its limitations. It is
designed to cover large amounts only. The normal
amount for an interbank HKD FRA is HKD50 million,
although those with lesser sums may still be able
to persuade friendly banks to provide coverage.
Unfortunately, the HKD FRA market is not as well
developed as the U.S. Dollar one. A HKD FRA
quotation can only be obtained from about half a
dozen banks. Transactions are mostly short-term as
limited by the short-term nature of the local money
market.
Situation can only be improved with the launching
of the HKD interest rate futures contracts which
are longed for by the financial institutions in
Hong Kong to provide a liquid hedging vehicle for
any FRA positions.
Under the limitations of the HKD FRA market, some
treasurers hedge their HKD interest rate exposure
by resorting to USD FRA as a proxy. While the USD
and HKD remains pegged, foreign exchange risk
should be minimal.
4.2.2 Forward Spread Agreements (FSA)
While FRA mentioned above deal with the interest
rate movement of a single currency, FSA serve the
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purpose of hedging the interest rate differential
between two currencies.
In October, 1986, the Hongkong and Shanghai Banking
Corporation set up a task force to develop and
introduce a new treasury product to the world- the
Forward Spread Agreement. It was designed to hedge
the interest rate differential of cross-currency
funding.
A HKD FSA is extremely helpful for an institution
who has asset.in one currency but liabilities in
other currency. To hedge the interest rate
differential exposure, an FSA helps by fixing the
differential well in advance of any disastrous
movements. An institution funding its U.S. Dollar
liabilities with HKD funding can fix the interest
rate differential between the two currencies
against a widening of the interest rate gap.
The pricing of a HKD FSA is based on the forward
interest rate of USD and HKD. Conceptually, it is
just two back-to-back FRAs. A settlement sum will
be paid if the actual differential at maturity
varies from the agreed forward interest
differential.
Shortly after the launching of FSA in the global
Foreign Exchange and capital market, Midland Bank
and Barclays Bank in London promote similar
products called FXA and ERA respectively.
Recently, the three banks are discussing to
synergise their products together to form a new one
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called SAFE. Nevertheless, the FSA is
comparatively new product in the market, and hence
are less well accepted as the FRA, despite the fact
that it is a good instrument for hedging interest
rate differential exposures.
4.2.3 Interest Rate Swap (IRS)
An interest rate swap is a transaction whereby an
asset or liability held at a floating rate of
interest can be converted effectively to a fixed
rate, and vice versa. It involves transactions
that exploit different interest rate gaps in
different borrowing markets and are most commonly
used by banks. The reasons for IRS are as follows
to hedge against interest rate exposure(l)
i.e. treasurer to convert part of the
company's debts from fixed to floating or
vice versa
to exploit opportunities for arbitrage(ii)
and getting a better rate of interest on
borrowing. This can be illustrated with
an example.
Example
Company A enjoys very good credit
standing. It can borrow at a fixed rate
of 11%, or at a variable interest rate
equal to HIBOR, which also happens to be
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11% at the moment. It would like to borrow
at a variable rate.
Company B has lower credit standing and
can borrow at fixed rate of 12/% or at a
variable rate of HIBOR plus/$. It would
like to borrow at a fixed rate.
(a) Without a swap, A would borrow at
HIBOR which is currently 11% and B
would borrow at 12/% fixed.
(b) With a swap,
A would borrow at a fixed ratei)
(11%)
B would borrow at a variableii)
rate (HIBOR plus/%) i.e. 11/%
iii) They would then agree at a rate
for swapping interest, perhaps
.with:-
A paying B variable rate(a)
interest, at HIBOR
(b) B paying A fixed rate
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The results of the swaps are that A ends
up paying variable rate interest, but at
a lower cost than it could get from a
bank, and B ends up paying fixed rate
interest, also at a lower cost than it
could get from investors or a bank.
In the case of the issue of CDs in Hong
Kong, they are swap-driven by the
corporations to obtain fixed rate funding
which will be swapped into floating rate so
as to enjoy sub-HIBOR funding.
4.2.4 CAP/FLOOR/COLLAR
A Cap is a borrower's interest rate option. By a
vanilla cap, a borrower can cap the maximum
borrowing rate at a chosen strike rate in times of
adverse market situation, while retaining the right
to enjoy a floating market rate when the interest
rate is lower than the cap rate. In return for
this flexibility and insurance, the cap buyer has




The pricing of a cap is usually based on the Black
and Scholes model or the Cox and Rubenstein model.
In either case, a cap premium-is calculated based
on five major factors, namely, the underlying
yield, the chosen strike, th volatility, the
risk-free rate and the tenor. The premium is
usually expressed in terms of a percentage of the
notional principal paid upfront.
An issue of a floating rate paper can expose the
issuer to unlimited risk of high interest rate.
The situation is more acute as the tenor of a paper
usually extend to a few years' time where the
interest rate scenario beyond the imagination of
any shrewd treasurer.
Quite often, an issue of floating rate paper will
be accompanied by a fixed/floating interest rate
swap so that effectively, the issuer has fixed the
interest rate over the life of the issue and is.
paying a fixed cost of funding regardless of the
interest rate scenario in the coming years.
Nevertheless, an IRS fails to provide the
flexibility to the issuer as he has to pay the
fixed rate of interest even in times of lower
interest rate during part of the life of the paper.
A cap, instead of an IRS, gives the issuer the
insurance and flexibility. On the one hand, the
floating rate issuer knows in advance the highest
cost of funding guaranteed by the cap. On the
other hand, he can enjoy the flexibility of a
floating rate when the market is lower than the cap
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rate.
A HKD Cap is getting well-accepted in the market,
giving to the evolution of a Capped CD, or a Capped
FRN as discussed in previous sections. With a cap
in the structuring of an issue, the floating rate
exposure can be hedged at a premium paid upfront.
Besides including caps in the structuring of the
paper to cap the funding cost, for those aggressive
and sophisticated issuers, an alternative is to
write Floors to lower the funding cost.
A Floor is another type of interest rate option.
Writing a Floor, the Writer gain the premium to
partially compensate the floating interest, hence
lowering the total cost of'funding. This sub-HIBOR
funding is very attractive as it is one of the
cheapest means of raising funds.
Nevertheless, by writing a Floor and gaining the
premium, the issuer is exposed to the risk of
losing the opportunity gain in times when the
market rate is lower than the Floor rate specified.
Unfortunately, the HKD market does not yet offered
sufficient liquidity in interest rate options, nor
adequate maturities, to enable the creation of pure
Caps and Floors, and it is therefore necessary to
artificially attach-them to other borrowing
instrument, subject always to the ability to sell
such instruments to investors.
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Compared with the Cap market, the HKD Floor market
is even thinner. There is no readily available
interbank market price, and one has to request that
couple of market-makers to tailor-make a deal for
him, and hence at a much higher premium.
A third alternative standing between buying a Cap
and writing a Floor is the purchase of.a Collar.
A.Collar, by definition, consists of a Cap and a
Floor. Offsetting part of the premium of the Cap
by the sale of a Floor, the issuer has, on one
hand, enjoy the right of a Cap guaranteeing the
worst funding cost, on the other hand, limiting
himself from the unlimited opportunity gain while
the market rate drops. Sometimes a Collar can be
so structured that the premium gained from a Floor
can totally compensate that of a Cap. This type of
Collar is called a Zero-cost Collar. At no charge,
the issuer can fix the highest funding cost at the
expense of the loss of the opportunity of having
lower interest for the remaining life of the paper.
Besides the abovementioned, there are unending
number of new inventions, like FOX, SCOUTS, FORWARD
BREAK, CYLINDER, MINIMAX, PROFITSHARE, EXTRAPROFIT,
etc.' These are made up by different combinations
of FRA, IRS, Caps and Floors. They are just like
building blocks put together tailor-made to meet
the need of the corporate requirements.
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4.2.5 Swaptions
Swaptions are claimed to be the fourth generation
of the development of risk management products
after the Financial Futures, FRA/Swaps,
Caps/Floors. A Swaption is an option on a swap.
By buying a swaption, one has the right but not the
obligations to buy a specified swap. While a cap
is a long-term option on short periods, a swaption
is a short-term option on a long-term swap, and
hence the cost of a swaption is much lower than a
cap of comparable maturity.
Nevertheless, swaptions are still a very new
concept, and so far a HKD swaption has never been





5.1 A brief review of the worldwide capital markets activities
and their influence on Hong Kong
In these days of globalization of international trade, the
way a multinational corporation finances its operations has
undergone a tremendous change in the last ten years. Due
to the deregulation of major international money and
capital markets, the multinational corporations are no
longer confined to their bank intermediaries in their
domestic markets. Instead, more and more corporations are
employing the process of disintermediation by which they
can direct borrow from the worldwide public rather than
from bank loan syndications. For instance, between 1981
and 1986 the U.S. dollar volume of Eurobond issues rocketed
from US$50 billion to over US$200 billion. By contrast,
syndicated Euroloans dropped from US$97 billion in 1981 to
just US$22 billion by 1986.
More and more, multinational corporations are turning to
financial engineering at commercial and investment banks
to construct financing vehicles that dramatically reduce
borrowing costs by seizing arbitrage opportunities and
whetting investor appetites.
Major financial centres capital market activities:-
5.1.1 The United Kingdom
The UK's freedom from exchange controls and
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generally liberal attitude toward financial
innovation have greatly supported the capital
markets activities. With the-active London
International Financial Futures Exchange, and the
excellent strategic time zone position between
Asian and American trading hours, UK is a centre
for currency options, futures and swaps. London's
position as a leading capital centre was further
reinforced by the Big Bang in October, 1986.
Changes in the securities market have made the
environment even more promissing.
As a general rule in the capital market activities,
Hong Kong follows the European with a time lag of
six to nine months. Any new capital market
instruments devised in London are closely watched
and will be adopted after the instruments have been
subjected to test in London for nine months' time.
5.1.2 Japan
With the internationalization of Japanese Yen, the
Japanese financial market has started a new page.
Although Tokyo is one of the major financial
centres in Asia, in terms of capital market
activities, Japan is still lagging behind Hong
Kong. However, increasing activities of Japanese
institutions in Hong Kong will be yet another
noteworthy factor. Most of them are here to
develop regional business, though their primary
target continues to be China. Some of the Japanese
institutions are certain to float Hong Kong dollar
bonds in the future to finance their growing
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activities in the territory. A few of the Japanese
banks have already done so in the past, such as now
the Zaibatsu, the conglomerate, look certain to
follow suit. This Japanese force helps to further
develop the Hong Kong dollar capital market.
5.1.3 Australia
The Australian financial system can be
characterized by its deregulated interest rates,
floating dollar, largely dismantled exchange
controls and liberalized securities industry.
Their major income resources come from fee-earning
services and trading activities as their banking
business decline. Close linkage can be found
between Australian subsidiaries and foreign parent
banks. Accordingly, when.a new product is
introduced in London or New York, it is often
replicated in Sydney or Melbourne within a short
period of time.
In terms of the Australian impact on Hong Kong,
with the appreciation of AUD in 1988 and soaring
interest rates, large pools of offshore AUD
deposits in Hong Kong have prompted Australian
financial institutions to offer new types of
instruments denominated in the currency.
i) The first AUD CD was launched in Hong Kong in
December, 1986.
ii) Banks holding such deposits feel confident
that there is a stable source of AUD funds and'
move into underwriting AUD papers.
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As of March, 1987, the total capitalization in Hong
Kong is more than AUD200 million. The popularity
of AUD CD issue has two-folded impact on Hong Kong.
On the one hand, it raised the popularity of
acceptability of the CD as one of the capital
market instrument in Hong Kong. On the other hand,
it has tapped away part of the capital resources
from Hong Kong dollar to AUD denominated paper. In
addition, more significantly, in November, 1988 the
Quatas Airways, the Australian Airline, has
obtained the government's approval to issue a
10-year bond for the equivalent of USD50 million
(HKD391 million) which is the first foreign
institution permitted to raise local money in the
territory.
5.1.4 China
The proximity of China to Hong Kong has a great
impact on the territory. Hong Kong, with its
advanced financial expertise and experience, often
acts as a window for China to import both the
capital and knowhow required for their project
development. Under the Four Modernization program,
project financing becomes one major issue of the
Chinese financial institutions. In 1985, the China
International Trust Investment Corporation,
launched China's first issue of Hong Kong dollar
bond, raising HK$300 million for 5 years at a fixed
interest of 9.42% per annum. Furthermore, the
Chinese are not just interested in raising Hong
Kong dollar in Hong Kong, but also in their only
territory.
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In December, 1988, the Fujian Investment and
Enterprise Corporation, the investment arm of
Fujian Province, launched a HK$10 million bond
issue in Fuzhou. In view of China's open door
policy together with the Four Modernization
Program, the Chinese Government will be one of the
major borrowers in the territories' capital market
because they will have to shoulder the.finance of
massive infrastructure in their own country. This
contribute to a further development of the Hong
Kong dollar capital market.
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5.2 Internationalization of the Hong Kong Dollar Capital
Market?
In 1987, a subsidiary of the World Bank, the International
Finance Corporation (IFC) has shelved plans to raise Hong
Kong dollar on the local capital market due to the
depressed state of the fixed-rate market at that time. It
reflected the recognition of the Hong Kong dollar capital
market by an institution as venerable as the World Bank
would provide an important boost to the market's image.
Nevertheless, the Hong Kong government did not respond with
enthusiam. This showed that the Hong Kong government is
reluctant to internationalize the Hong Kong dollar capital
market as they considered Hong Kong primarily a regional
centre to provide capital to regions with trading relations
with Hong Kong.
The fear to internationalize the Hong Kong dollar market is
due to the fear of possible instability in the financial
system arising from the abrupt capital inflow and outflow.
However, the recent issue of Hong Kong dollar fixed-rate
bond by Quatas Airways in the local capital market
revealed that there was a change in the government attitude
to foreign issuers provided that a steady Hong Kong dollar
future cash-flow could be demonstrated by the issuer to
match its Hong Kong dollar liabilities.
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5.3 The impact of the HKD linked-system
In October, 1983, the Hong Kong Dollar is pegged to the
U.S. Dollar at the rate of HKD7.80 per U.S. Dollar.
A stable exchange rate of HKD is an important factor in
supporting the prosperity of the local capital market.
Both the borrowers and investors can disregard the exchange
exposure as the risk is minimal as far as the linked-system
sustains.
In addition, the stable exchange rate allows the capital
market player to hedge their HKD interest rate exposure by
using the interest rate hedging instrument denominated in
other currency as far as currency exchange is concerned.
Concentrating on the interest rate differential between
the counter-currency and HKD, the market participants can
disregard the currency risk as the fluctuation in exchange
would be very low. The preservation of the linked-system
is critical to the development of the HKD capital market.
Interest Rate
Under the HKD linked system, HKD interest rate should
follow closely the movements of the USD yield curve due to
the force of possible arbitration.
On the bright side, it contributes to the development of..
the local capital market. The high correlation in interest
rate and stable exchange rate gives rise to a very good
opportunity by using USD denominated instruments to hedge a
HKD interest rate exposure, hence giving liquidity to the
local capital market.
On the other side, the linked-system exposes the HKD
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interest rate susceptible to the fluctuation of the USD,
which is beyond the local government's control. It is
widely known that HKD has a very high volatility because of
its local nature. The intensity of volatility is further
heightened by its susceptibility to USD rate fluctuation.
In times of expectation of lower interest rates, investors
would like to lock in their investment return by buying
fixed-rate paper, hence giving a boost to the development
of the market. However, on the other hand, if there is a
wide market expectation of rising interest rates, driven by
fear of inflation, price will go down and investors would
be reluctant to lockSin any fixed investment return. Low
response will be seen in subscription and this could cause
lethal effects to the development of the whole capital
market.
The situation is worsened as the local capital market still
lacks different types of investors with various objectives.
Therefore the activity of HKD capital market is extremely
sensitive to the expectation of interest rate movement.
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5.4 The impact of Basle Paper
One of the most influential development in the global
capital market activities is the presentation of the Basle
Paper. In December, 1987, the Basle Committee on Banking
Regulations and Supervisory Practices, published proposals
to standardize the measurement of banks' capital, and to
set minimum levels of capital adequacy. The Committee
comprises representatives of the central banks and
supervisory authorities of-the Group of Ten (G-10)
countries (Belgium, Canada, France, Germany, Italy, Japan,
Netherlands, Sweden, Switzerland, UK, US) and Luxembourg.
They met at the Bank of International Settlements, Basle,
Switzerland.
The objectives of the meeting were two-folded:-
to help to strengthen the stability of the(1)
international banking system
to remove a source of competition in equality for(2)
banks arising from differences in supervisory
arrangements among countries.
The most influential outcome of the paper is the capital
adequacy requirement. According to the Basle Paper, a
Bank's minimum capital should relate to the totality of the
risks it undertakes. A minimum ratio is required between
the institution' capital and its weighted risk assets. The
aim is for minimum capital adequacy ratios to be not less
then 8% by end-1992, with an intermediate target of 7.25%
by end-1990. It should be noted that on the asset side,
all assets together with off-balance sheet items are also
included.
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With these requirements introduced by the banking
supervisions, the possibilities of the cowboy finance
scenario will be reduced, but yet, as.the institutions have
to set aside more capital to support their underwriting
commitments, as well as items on and off their balance
sheets, the cost of borrowers entering the capital markets
is to be much higher than the previous days.
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CHAPTER SIX
Survey on the Borrowers' Perspectives
on Hong Kong Dollar Capital Market Development
6.1 Objectives of the Survey
The objectives of the survey are as follows:
to examine the trend in commercial borrowing and(1)
funding demand from corporate borrowers and
authorised institutions and their views on the pros
and cons of issuing capital market instruments
to analyse the popularity of the various innovative(2)
debt instruments to the corporate borrowers and
financial institutions in'the past years and to
project their future usage and
to gather comments on the present capital market(3)
development: the problems they are facing and the
recommended actions to foster their development.
6.2 Extend of Survey and the Result
At the end of October 1988, 80 questionnaires were sent
out, of which 50 were sent to the selected corporate
borrowers and 30 to the selected financial institutions.
The full list of our sample and the survey questionnaire
are appended in Exhibits II and III.
The selection criteria for the sample of the corporate.
borrowers are based on the issuers which have been active
within the last 3 years or companies which are renowned
87
names in their industries or trade but have not yet tapped
the Hong Kong capital markets, together with listed,
corporations, stocks of which being constituent stock of
the Hang Seng Index (as of October, 1988).
The selection criteria for the authorised institutions was
also based on the issuers which have been active in the
Hong Kong capital markets within the last 5 years.
15 and 12 completed questionnaires were returned from the
corporate borrowers and authorised institutions
respectively, representing response rates of 30% and 40%,
which can be considered satisfactory for a survey of this
nature.
The survey results are presented in two parts in Exhibit
IV. Part 1 are the result on the corporate borrowers while
Part 2 are on the authorised institutions.
6.3 Result Analysis
On the corporate borrowers:-
During the past 5 years (1984-1988 inclusive), it(1)
was found that bank loan (93%), equity finance
(53%), syndicated loan (47%) and Hong Kong dollar
capital market instruments (47%) were the generally
chosen means of financing by the corporate
borrowers. Please refer to Graph 1. The bank loan
was found to be the most favourite means of
financing probably because of the presence of a
large number of banks and financial institutions in
Hong Kong and the relatively simple structure and




The most popular Hong Kong dollar capital market
instrument used by the corporations is commercial
paper facility followed by transferable loan
certificates. This is supported by the
statistics(8) that commercial paper and bonds
represent the largest portion (25.9%) of corporate
issues for the period from 1984-88. Please refer
to Graph 2.
(3) Interest rate swaps are generally incorporated in 71% of
the issue of Hong Kong dollar capital market
instrumentsin our sample
(4) To meet the future funding needs, the corporate
borrowers will consider obtaining bank loan
followed by the issue of Hong Kong dollar capital
market instruments. The significance of equity
financing as a source of fund has declined from 53%
to 33% due to the downturn of the equity market in
the post-crash era. please refer to Graph 1.
Commercial paper still retains its dominant
position among other capital market instruments.
(5) The most important reason for choosing Hong Kong
dollar as the base currency for funding is to match
the Hong Kong dollar denominated cashflow.
(6) The corporate borrowers consider securing
additional source of finance and lower funding cost
the two most important appeals while the
under-development of the market and the
unreliability of this funding source are the
(8) Source: Asian Finance 15th December, 1988 issue.
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unfavourable factors for the issue of Hong kong
dollar capital market instruments. Please refer to
Graph 3 and 4.
(7)
73% of the corporate borrowers consider that the
local capital markets is not efficient in the sense
that there are absence no long-term funding
capabilities and well-developed secondary market.
Please refer to Graph 5 and 7.
(8) 20% of the corporate borrowers consider that the
local capital markets is efficient because of the
availability of financial expertise and the good
infrastructure. Please refer to Graph 5.
(9) 47% and 40% respectively of the corporate borrowers
agree/disagree that the abolishment of interest
withholding tax will encourage them to consider
more favourably the issue of Hong Kong dollar
capital market instruments. This indicates that
the presence of interest withholding tax is not a
decisive factor for the issue of Hong Kong dollar
capital market instrument. Instead, other factors
such as the presence of a well-developed secondary
market and the improved reliability of this funding
source are more important.
(10) Over majority of the corporate borrowers recommend
the establishment of a central clearing system for
the Hong Kong dollar capital market instruments.
Other suggestions made by them include:-
(a) establishment of some rating agencies;
(b) issue of benchmark securities;
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(c) establishment of a efficient and active
secondary market.
(11) Over half of the corporate respondents are publicly
listed companies domiciled in Hong Kong.
On the authorised institutions:-
During the past 5 years (1984-1988 inclusive), it(1)
was found that the interbank money market (83%) and
Hong Kong dollar capital market instruments (75%)
were the most important sources of financing for
the authorised institutions. Compared with the
result on the corporate borrowers, authorised
institutions seemed to be more receptive to the
issue of Hong Kong dollar capital market
instruments. This can be.explained by the fact
that compared with the corporations, they are more
easily accessible to the latest financing
techniques in the global capital market. Please
refer to Graph 6.
The most popular Hong Kong dollar capital market(2)
instrument used by the authorised institutions is
Certificates of Deposit (CDs) and it was found that
the issues were all swap-driven.
The importance of interbank money market as a(3)
future funding source falls behind that of Hong
Kong dollar capital market instrument which reveals
that the growing popularity of these instruments
among authorised institutions. On the other hand,
equity financing is not found to be a popular means
of financing notwithstanding the impending
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regulation on capital adequacy. Please refer to
Graph 6.
Certificates of Deposit (CDs) still retain as the(4)
most popular instrument for future financing.
Same as the result for corporate borrowers, Hong(5)
Kong dollar is chosen as the base currency to match
the Hong Kong dollar denominated cashflow.
Same as the result for the corporate borrowers, to(6)
secure additional source of funds and lower funding
costs are the most important appeals while the
under-development of the market is ranked as the
most important set-back for the issue of Hong Kong
dollar capital market instruments. Please refer to
Graph 3 and 4.
83% of the authorised institutions consider that(7)
the local capital market is not efficient for the
same reasons as selected by the corporate borrowers
i.e. the absence of a well-developed secondary
market and long term funding capabilities while 17%
of the authorised institutions consider that the
local capital market is efficient because of the
good infrastructure and the availability of
financial expertise. Please refer to Graph 8.
Over 80% of the authorised institutions agree that(8)
the abolishment of interest withholding tax will
encourage them to consider more favourably the
issue of Hong Kong dollar capital market
instruments. Compared with the result on the
corporate borrowers, the authorised institutions
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are more supportive to the abolishment of interest
withholding tax.
All of the authorised institutions recommend the(9)
establishment of a central clearing system for the
Hong Kong dollar capital market instruments. Other
suggestions include:-
establishment of Hong Kong dollar(a)
interest rate. future contract
government participation e.g. role as(b)
issuer.
Over half of the authorised institutions are(10)
publicly listed companies domiciled in Hong Kong,
Japan, U.S.A., China and other European countries.
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6.4 Methodology
The questionnaires have been designed to avoid the Central
Tendency problem that may be present in scale test in that
the answers are generally clustered around the norm. In
order to minimise this effect, a 4 point-scale is used and
the average value of the factor is arrived at by averaging
the degree of importance assigned by the respondents to the
factors. This method also minimises the difference in
absolute weightings due to-the subjective scale of
different individuals as different factors are compared on
the same basis and only the relative average value is
compared.
Secondly, other basic analytical techniques such as
percentage calculation and ranking are used.
Problems encountered and Limitations of the Survey
As the local capital market is not yet fully(1)
developed, the issues of capital market instruments
are very restrictive to the top-tier names which
have limited the size of our sample. As a remedy,
we have included other renowned companies in the
industries which have potentials to issue debt
instruments.
The development of the Hong Kong dollar capital(2)
market has come to an important stage after
recovering slowly from the downturn in 1987. Many
macroeconomic factors such as the interest rate
trend, the speculation of the unpegged of the
Linked-System, the threat of inflationary pressure
as well as the change in regulatory framework and
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the influence of the Basle paper on the
capital-adequacy of the financial sector all have
exerted significant impact on the future direction
of the capital markets development. With this wide
spectrum, the researchers have to follow very
closely on the various factors and used an
integrated approach in the final analysis.
Although every effort has been made to. include the
latest development of the market as of the date of
research, there may be future changes which may
divert the development to a different path.
However, the researchers would like to emphasize
that the value of this research report is not of
its predictive nature, but rather on the
comprehensive and vigorous analysis of various






Our research supported by the survey findings reveal that
there exists some problems for the future development of
the local capital market. -Majority of our respondents both
in the corporate sector and in the financial sector
commented that the local capital market is not efficient in
the sense that the market is under-developed, lack of
liquidity and cannot be relied on as a stable source of
funding especially for long term funding. In order to
project the future path of the market development, we shall
examine closely the root of some of these problems.
First of all, the capital markets are suffering from.a lack
of liquidity in the secondary market resulting in a
situation whereby investors of the debt instruments are
always forced to hold them to maturity without any comfort
of liquidity. Accordingly, there is limited appeal for
holding them. This problem is also confirmed in the
Cheung and Yeung Report that lack of liquidity is the
most important obstacle for the investors to choose the HKD
capital markets instruments in their portfolio.
On the other hand, the investors base is very limited to
the banking sector with the major market participants being
banks and financial institutions. This over-concentration
of the investors base will fuel market instability as in
any market downturn, they are forced to dump these papers
in the market to cut down any capital loss which is
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different from the generally longer term views of the
institutional investors and high net-worth individuals.
Moreover, the interests of these papers to institutional
investors are limited since there is no credit rating
agency established in Hong Kong in helping them to assess
the credit standing of the issuers especially for the less
well-known names.
In line with the result in Cheung and Yeung report, we
found that an effective way to increase higher investment
in Hong Kong capital market is to improve the credit risk
assessment. This is actually one of the suggestions given
by the corporate borrowers to improve the local capital
market. For the retail-base investors, the minimum
denomination of the debt instruments at HKD500,000 is one
of the factors that deter public interests. At the same
time, before the abolishment of tJe interest withholding
tax on debt instruments issued by non-bank financial
institutional(9) the interest tax has long been an.
impediment to the sale of debt instruments outside the
banking institutions.
On the supply side, there is, limited number of potential
'blue-chip' borrowers. There is only finite number of
companies which have 'sufficient quality credit' and the
best had already entered into the market. The spread to
second tier-of corporate borrowers has not been very
successful because firstly, there is little demand for
these paper due to the lack of rating system in Hong Kong
to assess the quality and risks of these local financial
assets and secondly, the papers are often traded at rates
(9) the abolishment of the interest withholding tax was announced by the
government in 1989-90 Budget Speech.
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comparable to bank loans which has defeated the purpose of
lowering funding costs.
In addition, the often complicated and diversed form of
documentation involved is a burden both of time and cost to
the prospective issuers. Also, there is no central
clearing system for the local debt instruments which has
increased the administrative cost and inconvenience for the
market participants.
Except in 1975 and 1984, the government has not issued any
government bonds which can serve as a benchmark of the
trend of medium and long-term interest rate movement and
help the fixing of the price of corporate bonds.
In the macro-aspect, the Basle agreement among 10 major
industrialised countries has great impact on the future
development of the local capital market. With the
requirement to provide capital in line with the risk-assets
in their books, banks will be more conscious of return on
assets and demand both wider lending margins and fees for
off-balance sheet commitments which will decrease the
attractiveness of capital market instruments for the
borrowers.
Moreover, before the proposed issue of Exchange Fund Bills
by the government (10), there was lack of short-term
first-class liquid assets especially the tradable ones in
the local capital markets. This has forced the insurance
companies and pension fund managers to place their
investment funds overseas despite their Hong Kong dollar
(10) the issue of Exchange Fund Bills was proposed by the government in
1989-90 Budget Speech.
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denominated liabilities and hence, exposed themselves to
mismatch in currency and interest rate.
The absence of a well-developed financial futures market is
another impediment to the development of the local capital
market. As a result, market participants often find it
hard to provide a machinery for hedging most risk
management products like FRA, caps, floors and swaps. On
the other hand, the local capital markets are facing strong
competitions from the Euromarkets which have more funds,
longer funding capabilities and worldwide networks of
investors.
In view of the above problems, the local capital market
has not yet developed into the mature and stable stage.
Instead, it is highly sensitive to any upward movement in
the local and US interest rate as revealed in the downfal:
of the fixed rate paper market in March, 1987 when the
local interest rate has risen.
However, taking into consideration of the short history of
the local capital market, it seemed unreasonable to compare
them with other more mature markets in the world such as
those in London and New York and instead it is fair to say
that the market has obtained quite remarkable achievement
in the past few years which paved the way for future growth
and development.
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7.2 Projections of the future direction
The local capital market has entered into a new phase of
development following the market crash in 1987 which
fuelled a shift in fund raising from the equity market and
has increased the demand in the debt market. However,
presently many large corporations are cash-rich and
therefore they do not have to turn to the capital market to
raise funds.
It is projected that as corporations in Hong Kong start to
expand both locally and overseas through mergers,
acquisition or leverage buy-out, funding demand will
increase and the capital market will have to mobilise funds
to meet these needs. For example, in the Government Budget
Speech 1989-90, it was announced that more private
participation would be invited in the development of some
infrastructural projects in future e.g. the building of the
new airport, new highways and roads etc. The private
participation in these large projects will be a big boost
to the development of the local capital market.
In addition, as a result of the Modernization Program of
China, there will be a growing need for development fund in
relation to project financing in China. As Hong Kong is
becoming a centre for China in fund intermediation, the
local capital market will surely have an important role.to
play in China's modernization.
Hong Kong is also emerging as a centre for major Pacific
funds management region. With the rapidly growing
insurance business, more professional fund manager will
have the chance to buy debt instruments in their portfolio.-
Moreover, the exponential growth of private banking in Hong
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Kong over the past few years will revive the pent-up demand
at retail level.
The future development of the markets is.fostered by the
scheduled opening of the Hong Kong dollar 90-days interest
rate future contracts which will provide hedging
instruments for the short-term interest rates exposure.
Moreover, with the impending issue of the short term
Exchange Fund Bills, supply of first class short-term
tradable instruments will be increased which will add depth
and diversities in the local capital market.
About the future financing techniques, we project that the
trends are as follows:-
Firstly, top-tier corporate names will move towards pure
revolving commercial paper dealership facilities without
any back-up facilities in order to reduce the costs and
increase flexibilities as the paper is offered on a
continuous basis with different amounts and maturities.
However, second-tier credits will have to adhere to
committed note facilities with some form of distribution
mechanism so as to ensure the presence of investors demand.
As revealed in our survey, commercial paper will remain as
the most popular instrument in the local capital market in
future.
As the public regain confidence in the equity market, there
will be increased use of debt warrants such as Certificates
of Deposit warrants, Floating Rate Notes warrants, Bond
warrants etc. to provide more flexibility and hence
attraction to the investors. With this development, there
is a linkage between the debt and equity markets.
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On the other hand, corporations will be less interested in
issuing fixed-rate notes or bonds because if they expect
the interest rate to rise, they can use Interest Rate Swap
to covert their floating-rate exposures to fixed rate
liabilities.
One area which is relatively unexplored in the capital
market development is the issue of some form of secured
debt instruments such as the mortgage bonds or the like.
These instruments, if find to be successful, will have
great applications in financing some of the large property
projects in Hong Kong.
All in all, the development of the local capital market
will benefit from the import of sophisticated financial
engineering from the States and Europe which will result in
more innovative financing techniques adapted to the local
environment. As time goes by, borrowers will be educated
to use these new techniques to lower their funding costs
and to diversify their funding source.
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7.3 Recommendations
The development of the Hong Kong Dollar capital market will
face many challenges and opportunities in the coming era.
Following the emergence of Hong Kong as a regional
financial centre in the Far East and the Modernization Plan
of China, the local capital market has and will continue to
have significant role to play in the financing of some
large projects especially of an infrastructural nature in
Hong Kong, China and other Asia-Pacific region.
Based on our surveys and analysis on the existing problems,
we have made the following recommendations to foster the
future growth and development of the Hong Kong Dollar
capital market:-
Issuance of Government Treasury Bills of various(1)
terms as a tool for government in open market
operations.
The presence of this short-term first-class liquid
assets can serve not only as an important market
indicator of interest rate trend as point out in
Cheung and Yeung Report but can also add the
depth and liquidity to the local capital market.
Abolition of interest tax on the debt instruments.(2)
This would help the broadening of the investor base
beyond the banking and financial sector, which will
add stability to the market. Both survey results
in our report and the Cheung and Yeung Report
clearly indicated that there is a need for the
abolishment of this tax.
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(3) Privatization of public projects e.g. the new
airport, tunnel and road projects.
Amid the present slack funding demand from corporations,
the involvement of private interests in the public
infrastructural projects will be a great boost to the
development of the local capital market.
The above 3 recommendations are among others we presented
to our adviser for review on 25th February, 1989, we are
very pleased to note that the government has finally
accepted the above recommendations and have announced the
issue of Exchange Fund Bills, the abolition of interest tax
as well as the establishment of an Investment Fund with
private participation for the development of
infrastructural projects in Hong Kong such as the new
airport, roads and tunnels projects etc.
However, we believe that in addition to the above, the
government can take more active role in promoting the
development of the local capital market by the following
measures:-
Issuance of government bonds which can serve as(1)
benchmark securities for the pricing of Hong Kong
Dollar capital market instruments. Our survey
result indicated that both the corporations and the
authorised institutions have suggested more
participation from the government as issuer.
To allow more international conglomerates to(2)
participate in the local capital market as long as
they can demonstrate that there are future Hong
Kong Dollar cash-flow to match their liabilities.
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The successful experience of the issue by Quatas is
a good example for the government to reflect on its
present policy of discouraging foreign issues of
Hong Kong debt instruments.
We believe that the presence of the foreign
renowned names in the local market will enhance its
reputation and add depth to the market.
As the public gain more investment knowledge aided(3)
by the prospering of the private banking business,
there will be ample opportunities to revive the
pent-up retail investors' demand. Accordingly, the
lowering of minimum denomination of the debt
instrument will help to attract more public
interests. The proposed reform in the Protection
of Investors (Amendment) Bill 1988 is in the right
direction by lowering the minimum denomination for
issues by licensed banks.
About the market set-up, we believe that the establishment
of the following supporting structure will help the issue
and trading of Hong Kong'Dollar capital market instruments
Both our survey and the Cheung and Yeung Report(1)
supported the establishment of some form of
credit-rating agencies in Hong Kong to broaden the
issuers' base and enable the investors to have more
knowledge and better informed about the credit
standing of the issuers and hence, feel more
comfortable to include them in their investment
portfolio.
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The opening of a well-developed financial future(2)
market e.g. 90-days Hong Kong Dollar interest rate
future contracts which can provide good short-term
hedging mechanisms for the capital market
participants.
The establishment of a central clearing system and(3)
standardization of documentation to lower the
administrative workloads and lessen the time and
cost in issuing and trading.
The merchant banks in Hong Kong definitely have very
important role to play in the future development of the
market. To solve the present indigestion in the fixed-rate
paper, they can revitalise the trading activities by
repackaging and recycling old fixed-rate paper into new
paper with new rates and better-quality ones.
Moreover, continuous research and development in the novel
financing techniques have to be assumed by the merchant
banks in the face of more competition and better service to
the needs and concerns of the borrowers. Experiences can
be borrowed from the overseas well-developed capital
markets such as in the States and in the European market
with adaptation to the local environment.
We firmly believe that the presence of a healthy,
well-developed and mature capital market is an integral
part for Hong Kong as a regional financial centre. Because
of this belief, we have prepared these twin research
reports. It is hoped that with the endeavours by the
government, the Hong Kong Capital Markets Association and
other market participants, the Hong Kong Dollar capital
market will continue to prosper and grow.





















(I) LIST OF CORPORATE BORROWERS
Allied Properties (HK) Limited1.
Amoy Properties Limited2.
British-American Tobacco Company3.
Cathay Pacific Airways Limited4.
Cavendish International Holdings Limited5.
Cheung Kong (Holdings) Limited6.
China Light Power Company Limited7.





13. Hang Lung Development Company Limited
14. Henderson Land Development Company Limited
15. Hong Kong Aircraft Engineering Company Limited
16. Hong Kong China Gas
17. Hongkong Electric Holdings Limited
Hongkong Land18.
19. The Hongkong Shanghai Hotels Limited
20. Hongkong Realty Trust Company Limited
21. Hongkong Telecommunications Limited
HK-TVB22.
23. Hongkong Oxygen Acetylene Company Limited
24. Hongkong Oil
Hopewell Holdings.25.
26. Hutchison Whampoa Limited.
Hysan Development27.
28. Inchcape Pacific Limited
29. Jardine Matheson Holdings Limited
30. Jardine Strategic Holdings Limited
(II) LIST OF FINANCIAL INSTITUTIONS
ANZ Banking Corporation1.
2. Bank of Communications
Bank of East Asia Limited3.
4. Bank of Nova Scotia
Banque Nationale de Paris5.
Barclays Bank Limited6.
7. BOT International HK Limited
O
8.- BT Asia (HK) Limited
CEF Capital Limited9.
10. China International Trust Investment Corporation
11. Citicorp International Limited
12. Credit Agricole
13. Dai Ichi Kangyo Bank Limited
14. Dresdner Bank
15. Hang Seng Bank Limited
16. Hongkong Shanghai Banking Corporation
17. Indosuez Asia Limited
18. LTCB Asia Limited
19. Manufacturers Hanover (Asia) Limited
20. Midland Bank PLC
21. Mitsubishi Bank Limited
22. Nanyang Commercial Bank
23. National Bank of Canada
24. National Westminster Bank PLC
25. Nippon Credit Bank
26. Paribas Asia Limited
27. Sanwa Bank Limited
28. Security Pacific Credit (HK) Limited
29. Westdeutsche Landesbank
30. Westpac Banking Corporation
Kowloon-Canton Railway31.
32. Mandarin Oriental International Limited
Mass Transit Railway33.
34. Miramar Hotel Investment Company Limited
New World Development35.
36. Oriental Overseas Investment Limited
37. Shangri-La Hotel
38. Shui On Group Limited
39. Sime Darby HK Limited
40. Sino Realty Enterprise Limited
41. Sun Hung Kai Properties
42. South China Morning Post
43. Swire Pacific Limited
44. Tai Cheung Properties Limited
45. The Kowloon Motor Bus Company (1933) Limited
46. The Wharf (Holdings) Limited
47. Windsor Industrial Corporation Limited
48. World International (Holdings) Limited
49. Worldwide Shipping Company
50. Zung Fu Company Limited
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Student Research Projects 5th November 1988
Dear Sir/Madam,
Survey on Hong Kong Capital Markets Development
Thank you for reading this letter.
The undersigned is collaborating on a research
project being carried out by a small group of final year MBA
students on the development of Hong Kong Capital Markets.
Findings from the survey will enable us to analyse the appeal
of various kinds of debt instruments derived from innovative
financial engineering techniques and the factors influencing
the borrowers' choice.
Being one of the esteemed corporations/ financial
institutions in Hong Kong, your company is no doubt conversant
with various kinds of Capital Market instruments and your
extensive experiences in this field will certainly give
invaluable input to our survey. Therefore, I would like to
seek your support to our research cause, by simply completing
the attached questionnaire. It is a short questionnaire
it takes no more than ten minutes to complete. Along with
the questionnaire, we have enclosed a prepaid envelope which
you can use to return the completed questionnaire to us.
Please do not indicate your name or identity on
the questionnaire unless you would like to receive a copy
of the research report when completed. To ensure
confidentiality, all the questionnaires, when duly processed,
will be destroyed.
.Please allow us to thank you once more for reading
this letter and for completing the questionnaire.
Sincerely yours,
Lawrence S.T. Tai, Ph.D.
Chairman
Department of Accounting and Finance
Faculty of Business Administration
3
URGENT!We would be grateful if you could send back this questionnaire to us
by 14th November 1988. Thanks!
comfid batial
SURVERON HONGKONCAPITAL MARLETS
For each of the foliowi,nc questions, please tick what you consider as most apptopisate.
Where applicable, you may tick more thar one answer.
1.a) Your company has used the following means of financing in the past 5 years (1984-







If you have not used HKDCapital market instruments, please go to Question 2.
b) What instruments have you used?
Bearer participation certificatesFloating rate notes
Debt warrantsFloating rate certificates
Bull G Bear fixed rate bondof deposit
Gold linked fixed rate bondMissatched floating rate
Equity convertible bondcertificates of deposit
Interest rate convertible bondMissatched floating rate notes
Medium term note facilityFixed rate certificates of deposit
Step-up fixed rate bondFixed rate corporate bond
Variable interest rate bondRevoking underwriting facilities
Minimum& Maximus interest rateCommercial paper facility
noteBill of exchange facility
Inverse floating rate noteTransferable loan certificates
c) Have you ever used Interest Rate Swap in the above HKDCapital Market instruments?
NoYes
2. a) To meet the future funding needs of your company, you will consider using the





Others, please specify s
If you will not consider Capital Market instruments, please go to Question 3.
b) what instruments will you use?
Bearer participation certificatesFloating rate notes
Debt warrantsFloating rate certificates
Bull Bear fixed rate bondof deposit
Gold linked fixed rate bondMismatched floating rate
Equity convertible bondcertificates of deposit
Interest rate convertible bondMismatched floating rate notes
mediumterm note facilityFixed rate certificates of deposit
Step-up fixed rate bondFixed rate corporate bond
Variable interest rate bondRevolving underwriting facilities
Minimumt Maximuminterest rateCommercial paper facility
noteBill of exchange facility
Inverse floating rate noteTransferable loan certificates
2in degree of importance
(1) Deing most unimportant
(4) being most inportars
3. You choose Hong xoog Dollar as the base currency for your fundinc because:
1 432Your companyhas MCDdenominated Cash flow
I 3 42MOhas a stable exchange rate
1 3 42MMhas a stable interest rate
Others, please specify 4I 32
4. Your cosipany considers the following features to be the advantages of issuing WD
Capital market instruaentas
4I 32Lower funding cost
I 3 42Additional source of finance
I 432enhanced reputation amongst lenders
1 3 42simple stznctmrs
1 32 4Less stringent financial covenant requirement
1 2 3 4More tailor-made facility structure
Ours, pleas. specify I 2 43
S. Your company considers the following factors to be the major drawbacks of issuing
HKDCapital Market instruments:
I 42 3Not a reliable funding source
1 2 3 4The market is under developed
1 2 3 4Structure of most instruments too complicated
1 2 3 4High administrative costs
1 3 42The existence of interest withholding tax
Lack of flexibility in managing the debtors
3 42e.g. in refinancing, obtaining waivers etc.
Others, please specify
1 42 3
6. Considering song song as one of the major financial centres in the world. the local.
Capital Market is efficient.
Yes No
It Yes, it is because Kong Rona has
I 432Good infrastructure
1 3 42Financial expertise
1 3 42Proximity to China
1 3 42Lover funding costs
1 3 42Righ liquidity of debt instruments
1 3 4Flexibility of tenure 2
1 2 3 4Reliable funding source
21Political certainty 3 4
others, please specify
I 2 3 4
If Not it Is because Hong Kong does not providet
4I 3A well-developed secondary market 2
1Favourable tax structure 3 42
1 432Lang term funding capabi litise
1 4321N11-developed infrastructure




37. Would the abolishment of interest withholding tax encourage your company to
consider more favourably the use of HKD Capital Market instruments?
Yes No No comment
8. Would you recommend the establishment of a central clearing system for the HKD
Capital Market instruments?
Yes No No comment
9. Please suggest any other improvements to the present structure that could lead to
increased use of the Capital Markets in Hong Kong:
10. About your company:
a) Are you a public Company?
Yes No
b)Your business areas are:






c) Your company's country of domicile:






If you would like to receive a copy of the survey findings, please write down your
mailing address below:
Thank you for completing this questionnaire. We hope the survey findings will benefit
the future developesnt of the Hong Kong Capital Markets.
EXHIBIT IV(a)
SURVEY FINDINGS PART I: ON THE CORPORATE BORROWERS
Means of financing used by the corporate borrowers in the1 (a)







47%7HKD Capital Market Instruments
7%1Others: ECGD, Suppliers Credit
No. of(b) Instruments used:-
RankingUsers
6Floating Rate Notes 1
1 6Mismatched Floating Rate Notes
3Fixed Rate Corporate Bond 3
3Revolving Underwriting Facilities 3
1Commercial Paper Facility 6
3Bill of Exchange Facility 3
2Transferable Loan Certificates 5
61Bearer Participation Certificates
6Debt Warrants 1
Bull Bear Fixed Rate Bond 61
6Interset Rate Convertible Bond 1
Medium Term Note Facility 61
Step-up Fixed Rate Bond 61
Minimum Maximum Interest Rate
Note 1 6
Inverse Floating Rate Note 1 6
No. of userPercentage=
No. of respondent
(c) Out of the 7 corporate borrowers who have used HK1
capital market instruments, 5 of them have used In
Rate Swaps (i.e. 71%).
2(a) To meet the future funding needs of the company, the
corporate borrowers will consider using the followin







47%7HKD Capital Market Instruments
7%1Other: ECGD
No. of2(b) Instruments to be used:-
RankinUser
61Floating Rate Notes
61Mismatched Floating Rate Notes
23Fixed Rate Corporate Bond
42Revolving Underwriting Facilities
15Commercial Paper Facility
42Bill of Exchange Facility
23Transferable Loan Certificates
61Bull Bear Fixed Rate Bond
61Medium Term Note Facility
Minimum Maximum Interest Rate
61Note
61Inverse Floating Rate Note




13.5HKD denominated cash flow
2HKD has a stable exchange
30.9HKD has a stable interest rate
1
The corporate borrowers consider the following features4.












The corporate borrowers consider the following factors5
the major drawbacks of issuing HKD capital market
instruments:-
* Average Value is the arithmetic mean of the degree of
importance assigned by the respondents to the factors:
Average
RankingValue
22.1Not a reliable funding source
12.5The market is under developed
Structure of most instruments
60.9too complicated
41.5High administrative costs
The existence of interest
31.9withholding tax
Lack of flexibility in managing
the debts e.g. in refinancing,
51.3obtaining waivers etc.
No. of corporate borrowers who consider that the local6
capital market is efficient: 3 (i.e. 20%).
No. of corporate borrowers who'consider that the local
capital market is not efficient: 11 (i.e. 73%)
No. of corporate borrowers who have no comments on this:
1 (i.e. 7%).
For the 3 corporate borrowers who think HKD Capital












For the 11 corporate borrowers who think HKD Capital







13.8Long term funding capabilities
51.6Well-developed infrastructure
42.4Political certainty
No. of corporate borrowers who agree that the abolishment
7.
of interest withholding tax will encourage them to
consider more favourably the use of HKD capital market
instruments: 7 (i.e. 47%)
No. of corporate borrowers who do not agree the
abolishment of interest withholding tax will encourage
them to consider more favourably the use of HKD capital
market instruments: 6 (i.e. 40%).
No. of corporate borrowers who do not have any comments
on this: 2 (i.e. 13%).
No. of corporate borrowers who recommend the
8.
establishment of a central clearing system for the HKD
capital market instruments: 10 (i.e. 67%).
No. of corporate borrowers who do not recommend the
establishment of a central clearing system for the HKD
capital market instruments: 0 (i.e. 0%).
No. of corporate borrowers who have no comment on this:
5 (i.e. 33%).
Suggestions made by the corporate borrowers to improve
9.
the present structure that could lead to the increased
use of the Capital Markets in Hong Kong:-
establishment of some rating agenciesi)
issue of benchmark securitiesii)
establishment of a efficient and active secondaryiii)
market










SURVEY FINDINGS PART II: ON THE AUTHORISED INSTITUTIONS
Means of financing used by the authorised institutions in
1 (a)





75%9HKD Capital Market Instruments








Out of the 9 authorised institutions who have used HKD(c)
capital market instruments, 9 of them have used Interest
Rate Swaps (i.e. 100%).
No. of userPercentage=
No. of respondent
To meet the future funding needs of the institutions, the
2(a)
respondent will consider using the following means of





67%8HKD Capital Market Instruments









53Mismatched Floating Rate Notes
62Bull Bear Fixed Rate Bond
Minimum Maximum Interest Rate
62Note
81Inverse Floating Rate Note
81Bearer Participation Certificates
81Equity Convertible Bond




12. 6HKD denominated cash flow
21.2HKD has a stable exchange
30.8HKD has a stable interest rate
The authorised institutions consider the following4.













The authorised institutions consider the following5.
factors the major drawbacks of issuing HKD capital market
instruments:-
Average Value is the arithmetic mean of the degree of
importance assigned by the respondents to the factors.
Average
RankinValue
41.4Not a reliable funding source
13.1The market is under developed
Structure of most instruments
61too complicated
41.4High administrative costs
The existence of interest
21.8withholding tax
Lack of flexibility in managing
the debts e.g. in refinancing,
31.6obtaining waivers etc.
No. of authorised institutions who consider that the
6.
local capital market is efficient: 2 (i.e. 17%).
No. of authorised institutions'who consider that the
local capital market is not efficient: 10 (i.e. 83%)
No. of authorised institutions who have no comments on
this: 0 (i.e. 0%).
For the 2 authorised institutions who think HKD Capital













For the 10 authorised institutions who think HKD Capital






22.3Long term funding capabilities'
51.6Well-developed infrastructure
41.9Political certainty
Others: no proper central
bank market operation
No. of authorised institutions who agree that the7.
abolishment of interest withholding tax will encourage
them to consider more favourably the use of HKD capital
market instruments: 10 (i.e. 83%)
No. of authorised institutions who do not agree the
abolishment of interest withholding tax will encourage
them to consider more favourably the use of HKD capital
market instruments: 0 (i.e. 0%).
No. of authorised institutions who do not have any
comments on this: 2 (i.e. 17%).
No. of authorised institutions who recommend the
8
establishment of a central clearing system for the HKD
Capital Market instruments: 12 (i.e. 100%).
No. of authorised institutions who do not recommend the
establishment of a central clearing system for the HKD
Capital Market instruments: 0 (i.e. 0%).
No. of authorised institutions who have no comment on
this: 0 (i.e. 0%).
Suggestions made by the authorised institutions to
9.
improve the present structure that could lead to the
increased use of the Capital Markets in Hong Kong:-
i) establishment of HKD Interest Rate Futures Contract
ii) government participation, e.g. role as issuer














CHANGE OF PREFERENCE IN FUTURE MEANS OF


























(HK$ CAPITAL MARKET ISSUES, 1984-88)








PERCEIVED ADVANTAGES OF ISSUING













LESS STRINGENT FIN REQT
LOWER FUNDING COST
ADD SOURCE OF FINANCING








PERCEIVED DISADVANTAGES OF ISSUING













LACK OF DEBT MGT FLEXIBILITY
HIGH ADMIN COST
COMPLICATED STRUCTURE








5 COMMENTS BY CORPORATE BORROWERSON LOCAL CAPITAL JRKFTNO COMMENT (7.0%)
EFFICIENT (20.0%)
NOT EFFICIENT (73.0%)
CHANGE OF PREFERENCE IN FUTURE MEANS OF
























REASONS GIVEN BY USERS WHO THINK HKD























COMMENTS BY AUTHORISED INSTITUTIONS







Hong Kong Dollar Capital Market Instruments
Authorised Institutions

















1984 1985 1986 1987 11/1988
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